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INTERNAL MEMORANDUM

Date:

February 16, 1999

To:

Pat Meyers, Library

From:

Dan Noll, Accounting Standards

Subject:

Comment Letters - Accounting by Producers and Distributors o f Films.

Enclosed are the comment letters received on the exposure draft of the proposed statement of
position, Accounting by Producers and Distributors o f Films.
Please retain the letters as part of the public record for one year.

Enclosure

Date:

February 23, 1999

To:

Pat Meyer, Library

From:

Andrea Smith, Accounting Standards

Subject:

Additional comment letter (Motion Pictures exposure draft)

On February 16, 1999 I sent to you comment letters 1-26 received in response to
the exposure draft of the proposed statement of position, Accounting by
Producers and Distributors o f Films. Enclosed is comment letter number 27 and
an updated comment letter log.
Please retain letter number 27 along with letters 1-26 and the comment letter log
for one year as part of the public record.

Enclosures

Date:

March 2, 1999

To:

Pat Meyer, Library

From:

Andrea Smith, Accounting Standards

Subject:

Additional comment letter (Motion Pictures exposure draft)

On February 16 and February 23, 1999 I sent to you comment letters 1-26 & 27
received in response to the exposure draft of the proposed statement of position,
Accounting by Producers and Distributors o f Films. Enclosed is comment letter
number 28 and an updated comment letter log.
Please retain letter number 28 along with letters 1-27 and the comment letter log
for one year as part of the public record.

Enclosures
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November 24,1998
Daniel Noll, Technical Manager
Accounting Standards, File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775

Dear Mr. Noll:
As members o f the accounting profession, we have reviewed the exposure draft Proposed Statement o f Position - Accounting by Producers and Distributors o f Films
dated October 16, 1998, and we have the following comments regarding this draft.
Issue 1:
We agree with issue number one. We feel it is at this point (6c & 6e) that the income is
earned and realized/realizable respectively, according to the FASB’s Concept Statement
5 paragraph 83.
Issue 2:
We felt that most o f the time if there are minor changes there should not be a problem
recognizing a sale. However, if there is a chance that the changes made could postpone or
prevent the use or exhibition o f the product, sales recognition may be compromised.
Therefore, in the definition o f significant, a clause should be inserted to include this
scenario where the sale (contract) is contingent upon the changes.
Issue 3:
We agree with issue number three. We feel that the industry can reasonably estimate the
accrued amounts. Traditionally, we have recognized deferred compensation as a method
o f matching. This is also in accord with the FASB Statement No. 5 on contingencies.
Therefore, we are in agreement with this issue.
Issue 4:
We feel that the words “pre-release” and “early release” should be added to the glossary.
We also feel that the last sentence o f paragraph 27 should be separated into its own
paragraph because o f its importance. In addition, we recommend that the last sentence
read .. .other than a theatrical m arket.. .to avoid the confusion that “the theatrical
market” may be interpreted to mean the original market.
Issue 5:
One member o f the group felt that exploitation costs should be classified as current film
costs. In addition, the current portion of the costs should be disclosed in the notes to the
financial statements. The other members agreed with the statement that the films should
be considered long-lived assets. It was also recommended that paragraph 46 include
examples o f additional information.

Issue 6:
We felt that the films did represent long-lived assets and should be treated as such. This
would include the write down for impairments according to the FASB Statement No.
121.
Issue 7:
Because o f the uncertainty o f the asset’s profitability, we agree that the capitalized costs
should not exceed the expected revenue. Based on the definition found in the FASB’s
Concept Statement 6 paragraph 25 & 26, an asset should bring future net cash flows to
the entity. Therefore, if the television series is not profitable, it would not meet the
definition o f an asset as defined by the FASB.
Issue 8:
We felt that the “three year” time frame was too restricted. Certain environmental
conditions may inhibit production o f a potential blockbuster film, i.e. war, recession,
political concerns. The last sentence should include “produce” - . . .plan to sell such
property or produce the property. ..
Issue 9:
We agreed with the cumulative effect, assuming that the information is available. We
also proposed that the effective date be postponed to insure that all information can be
accumulated accurately.

Sincerely.

Mark Schweiger

November 22, 1998

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10035-8775

Dear Mr. Noll:
We have reviewed the exposure draft of the proposed SOP for Accounting by Producers
and Distributors o f Films and respectfully submit our comments far your consideration.
As specified in the letter accompanying the exposure draft, we have constructed our
response to address the nine issues requiring particular attention.
1. We agree with the proposed requirement that, if certain conditions are met, the
licensing o f film products be reported as sales if substantially all o f the fair value for a
market or territory has been transferred to the customer on an exclusive basis. We
believe that gross revenue recognition is warranted if “substantially all” risks and
rewards of ownership are transferred and items in paragraph 6 are met. The
accounting profession generally recognizes a true sale, and in turn immediate revenue
recognition, if risks and rewards are transferred.
2.

Although we agree with the preclusion of immediate revenue recognition if an
arrangement requires an entity to make significant changes to a film after delivery, we
question the designation of significant verses insignificant changes. As such, we
believe changes are needed in paragraph 12 to clarify what constitutes significant and
insignificant Also, we believe a time frame in which the film would be ready for
viewing in the particular market may help distinguish significant from insignificant.
For instance, an insignificant change may take the entity as much time to complete as a
significant change depending on the volume and work schedule o f the entity.
Although the removal of offensive c o n te nt is considered insignificant per paragraph
12, the television market would be unable to show the film until such time as changes
have been made A delay in making the change would delay the television market
from showing the film, and therefore, conditions of the purchase or lease agreement
would not yet be met.

3. We agree with the proposed SOP requirement that participations and residuals be
accrued in total and included in film costs based on the estimated ultimate gross
revenues o f a film. We base our agreement mainly on the rationale in paragraph 89
The accrual meets the requirements o f SFAS No. 5 that a liability exists at the financial
statement date and the amount can be reasonable estimated. Services provided by the
participants under contract have occurred before the film’s release, therefore, a liability
exists at the release date and payment is more than probable. We support this view as
long as the expected film revenues can be reasonably estimated.
4.

We agree in principle with the proposed accounting for early release and prerelease
exploitation costs o f theatrical products as presented in paragraph 27, but believe a
few modifications are necessary. We are unclear as to the distinction between early
release and initial release. The committee should consider adding the terms early
release and prerelease to the glossary. Additionally, the committee should clarify if the
requirement applies to subsequent releases. For instance, the Star Wars movie was rereleased twenty years later. Would exploitation costs incurred before the second
release have been capitalized in this case? Although we understand and agree with the
rationale behind the amortization period of the shorter o f three month or theatrical
release period, we believe exceptions to the rule exist. For proper matching of
revenues and expenses, a longer amortization period may be needed for longer-run
films Also, we believe the last sentence in paragraph 27 requires more emphasis and
should be in a separate paragraph

5

We agree that disclosures are necessary If film costs are aggr egated in one line item
on the balance sheet, then a disclosure is necessary to let users know what costs the
line item includes Users should see how much the entity spends on production costs,
exploitation costs, and participation costs Also, disclosures should include
amortization information since costs are amortized over different periods We agree
that an entity should disclose the percentage o f unamortized film costs that are
expected to be amortized within three years o f the balance sheet date, but are unclear
as to the 60 percent rule discussed in the last sentence o f paragraph 46. What
additional information should be provided if the percentage is less than 60 percent and
what warrants the 60 percent cutoff9

6

We agree with the SOP’s underlying conclusion that films more closely represent longlived assets than inventory and believe impairment should be recognized and measured
in accordance with SFAS No 121 As stated in paragraph 103, entities earn film
revenues-over a long period of time and sell or lease films repeatedly in different
markets and territories We also would like to comment as to the classification of film
costs on the balance sheet Although we agree that long-lived assets are noncurrent
assets, we believe that some costs included in film costs are current. If we are to
amortize exploitation costs within three months, then these costs are by definition
current The committee may consider making exploitation, production, and
participation costs separate line items on the balance sheet and classify them as
noncurrent or current according to their own characteristics. If we believe that

disclosures are necessary for the user to obtain relevant information o f these costs,
then we may wish to include these costs as separate items on the balance sheet
7. We agree with the proposed SOP’s approach for loss recognition on episodic
television products. We understand that many television series lose money in the early
years and believe immediate loss recognition is warranted. Likewise, we agree that the
rationale in paragraph 100 is valid as contracts may be canceled or amended, making
loss accrual difficult to estimate.
8.

We do not agree with the requirement in paragraph 40 that a property which has not
been set for production within three years from the time o f the first capitalized
transaction be considered disposed o f with the related losses charged directly to
income. We do not disagree with the presumption that an abandoned property has
zero fair value and the charging o f losses directly to income. However, we differ as to
the arbitrary three-year cutoff. For instance, an entity may own the rights to a film
idea but be unable to produce the film within the three-year time limit due to social,
economic or political circumstances. Also, we do not believe the provision for
abandoned property is needed if entities properly apply SFAS 121.

9. We agree with the proposed SOP’s transition provisions, assuming the information
needed to calculate the cumulative effect is readily available and the costs o f doing so
do not outweigh the benefits
As members o f the accounting profession, we thank you for the opportunity to respond
and appreciate your consideration
Sincerely,

Stephanie Pereira

Steve Gross

Sylvana Di Fiore

®CBS
C B S COR PO R ATIO N

SI WEST 52 STREET
NEW YORK. NEW YORK 10019-6188
(212) 975-3583
FAX; (212) 975-7748
freedlrg@ w estinghouse.com
R O B ERT Q. FREEDL INE

VICE PRESIDENT AND CONTROLLER

January 18, 1999

Mr. Daniel Noll
Technical Manager Accounting Standards
File 2550 AICPA
1211 Avenue of the Americas
New York, New York 10036-8775

Dear Dan,
Thank you for the opportunity to comment on the proposed Statement of Position, Accounting by
Producers and Distributors o f Films (the “SOP”). Our comments on the SOP are referenced to the
specific issues raised in your request for comments. Only those matters we felt needed to be
reconsidered before proceeding with issuance of this proposed SOP to replace Financial Accounting
Standards Board Statement No. 53, Financial Reporting by Producers and Distributors o f Motion
Picture Films (“FAS 53”), have been addressed in detail below.
Issue No. I
We agree with the proposed accounting as it relates to the licensing of certain film products and its
comparability to the concepts underlying FASB Statement No. 13, Accounting for Leases (“FAS 13”);
but are uncertain as to its appropriateness for episodic television. Particularly problematic is the
definition of a “market” within a given territory. The proposed SOP defines a market as “a
'distribution channel within a certain territory” and cites “theatrical, pay television and free television”
as examples. The lack of specificity of this definition could allow for inconsistent treatment among
companies. For example, within pay television, one could define as separate markets, basic cable
television, premium cable channels, satellite, and pay-per-view. This effectuates subjectivity within
the model and a considerable amount of discretion in how a market is defined and what it
encompasses. It is unlikely this model will result in a significant change from the current revenue
recognition practices.
If your goal is to significantly change current revenue recognition practices for episodic television
senes and you choose to maintain this model, we suggest that a more precise definition of a market be
established. Alternatively, AcSEC could consider requiring all episodic television series that are sold
into secondary market, be accounted for over the license period. This would help in obtaining
consistency in accounting and result in a significant change from current accounting practice.
We fundamentally disagree with the limitation of estimated gross revenue includible in the
denominator of the ultimate fraction, to a maximum of ten years (for episodic television series; ten
years from the date of delivery of the first episode or five years from the delivery of the last episode).
Although we can appreciate the desire for comparability, we are not certain that an arbitrary limitation
will resolve this issue. We believe the threshold should be consistent with the generally accepted

Mr. Daniel Noll
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standard of “probable” and “reasonably determinable” rather than an admittedly arbitrary ten years.
Further, this limitation appears to create two problems in the application of the SOP. First, for the
“substahtially all” test, there appears to be an inconsistency caused by limiting the ultimate fraction to
a ten year period of tune while apparently not limiting revenues for determining whether or not there
is a sale. In other words, when comparing “the expected fair value of the film in that market and
territory at the end of the license period is less than 10 percent of the fair value at inception of the
licensing arrangement” it is unclear whether the limitation applies. This creates a practical issue
primarily for episodic television series, wherein the gross revenues for a particular market and
territory could exceed the arbitrary limitation. We would suggest that clarification be provided.
Secondly, for the impairment test, there appears to be the potential for an illogical answer -see further
discussion in Issue No.6.
Finally, as a practical matter, it is suggested that AcSEC consider including an economic life criteria
regarding applicability of the “substantially all” test requirement, similar to that used in FAS 13.

Issue No. 2
We agree with the proposed accounting.

Issue No. 3

We do not agree with the requirement that participation costs and residuals be accrued in total when
the film has been released. We believe that the ensuing balance sheet gross-up would not present a
representative picture of the related assets and liabilities at any point in time, particularly in the earlier
periods when no legal obligation to pay participation costs and residuals exists. We believe that the
more appropriate method for accruing participation costs and residuals is that which is used in current
practice. Under FAS 53, such costs are accrued proportionately as the related revenues are earned;
thereby increasing the obligation over time and avoiding a distortion of the balance sheet. This
accounting treatment could then be supplemented with disclosures of the constructive obligation for
participation costs and residuals based on gross revenues included in the ultimates.
Further, if accruing participation costs and residuals in total is decided to be adopted, we suggest that
AcSEC take a closer look at the need to use present value as the discounting of cash outflows is not
consistently applied throughout the film forecast model.

Issue No. 4

We agree with the proposed accounting for capitalization of early release and prerelease exploitation
costs within the theatrical market; but believe the exception provided should be expanded to include
other than theatrical releases. As currently drafted, this will have a significant impact on broadcasters
and syndicators of episodic television programming. Exploitation costs expensed well in advance of
the availability to air such syndicated senes (and therefor the recognition of the related revenues) in
each market and territory, will lead to improper matching of revenues and expenses. Deferral of
exploitation costs should be permitted for the upfront syndication sales and marketing costs of

Mr. Daniel Noll
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episodic television series at least through the availability date of the syndicated series (which at times
can be one to two years later). Thereafter, capitalized exploitation costs would be amortized in the
same rAtio that gross revenues earned in that particular market and territory bear to total estimated
gross revenues from syndication within that market and territory, given a limited amortization period.
Issue No. 5
We agree that the disclosures in paragraphs 43-47 are necessary and offer no additional disclosure
suggestions, other than those discussed in Issue No. 3.

Issue No. 6
We agree with the underlying conclusion in the proposed SOP that films are more like long-lived
assets than inventory; and that impairment should be recognized and measured in accordance with
FASB Statement No. 121, Accounting for the Impairment o f Long-Lived Assets (“FAS 121”). We
noted, however, a potential issue in that the proposed SOP limits the period of time (not to exceed ten
years) that an entity can estimate ultimate gross revenues to be included in the denominator of the
fraction for the individual-film-forecast model. This treatment would be incongruent with impairment
as measured by FAS 121, which prescribes calculating the fair value of the asset, by estimating the
future cash flows expected to result from use of the asset, without specifying any period limitation.
As such, it is possible that the ten year limitation on revenues includible in the ultimate could cause an
overall loss. Yet, when calculating whether impairment under FAS 121 exists, utilization of more than
ten years of expected cash flows could yield no impairment; thus, creating a negative margin for the
life of the film.

Issue No. 7

We agree with the proposed SOP’s approach for loss recognition on episodic television programming
with one exception. We believe that the revenue level up to which episodic costs can be capitalized
should include the contractually committed amount as well as all probable future revenues - e.g. in
the current market that typically includes foreign sales. These foreign sales/revenue streams are
predictable and probable in the normal course of developing and marketing a television series and are
not dependent upon meeting a certain threshold for number of episodes.

Issue No. 8 ■

We agree with the proposed requirement and the rebuttable presumption established.

Issue No. 9

We appreciate that the cumulative effect approach is being required to help ensure comparability
between companies from the date of adoption. However, because of the significant, expected changes

Mr. Daniel Noll
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in systems that will be required, this approach would not be practical. Prospective adoption is
recommended; thus allowing companies to phase in the impact and more importantly, provide time to
modifyand/or develop systems (e.g. changing from an “availability” to “substantially all” test, as it
relates to foreign distribution). Should prospective adoption not be an acceptable alternative to
AcSEC, we would suggest that you consider postponing the effective date of the proposed SOP by at
least one year.
Based on the preceding comments, we can not support the issuance of this proposed SOP. Although,
the provisions of the proposed SOP seem to apply relatively well for theatrical releases we are not
convinced that other applications (especially as they relate to episodic television series) apply as well.
We would suggest that a more in depth exploration occur, potentially including a field test for other
applications. Should certain practical modifications be made to the proposed SOP, we would be
willing to reconsider this position.
Again, thank you for allowing us to comment on this proposed SOP. Should you have any questions
on the forgoing please do not hesitate to let me know.

Sincerely,

''hchxL’ty

.

Robert G. Freedline
Vice President and Corporate Controller
CBS Corporation

B R IA N C. M U L L IG A N
E X E C U T IV E V IC E P R E S ID E N T
O P E R A T IO N S 6 F IN A N C E

January 15, 1999
Mr. Daniel Noll
Technical Manager - Accounting Standards, File 2550
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
Dear Mr. Noll:
File 2550 - Exposure Draft
Proposed Statement of Position
Accounting by Producers and Distributors of Films
We appreciate the opportunity to comment on the Exposure Draft of the Proposed Statement of
Position, Accounting by Producers and Distributors of Films (the SOP). We recognize that
since 1981, there has been tremendous change in the motion picture industry with numerous
additional forms of exploitation, increased international revenues and significant variations in
the application of FASB Statement No. 53. We support the need for an updated standard in
this area and, generally agree with the conclusions expressed in the SOP. We believe that the
SOP will help resolve diversity in practice with respect to the accounting and reporting practices
in the motion picture industry.
Specific Issues Requiring Attention by Respondents
The following responses address the specific issues for which AcSEC had requested feedback
in the Exposure Draft:
ISSUE 1: The proposed SOP requires that, if certain conditions are met, the licensing of
film products be reported as sales if substantially all of the fair value for a market or
territory has been transferred to the customer on an exclusive basis. Certain fees in
license arrangements, including many television arrangements, would not qualify for
immediate revenue recognition upon the signing of arrangements. Do you agree with
the proposed accounting? Why? [Reference to paragraphs 7, 50, 51]
Response: We support AcSEC’s analogy of the key concepts in FASB Statement No. 13
Accounting for Leases to many licensing transactions in the film industry wherein the timing of

revenue recognition should correlate with the transfer of substantially all of the benefits and
risks in a particular market and territory. We therefore support the revenue recognition criteria
of “substantially all” as defined in paragraph 7 of the SOP.
U N IV E R S A L
100 U N IV E R S A L C IT Y P L A Z A

S T U D IO S
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We acknowledge the theoretical validity of the proposed requirement that revenue be
recognized ratably over the licensing period unless another systematic and rational basis is
more representative of the pattern of benefit use. It is our view that revenue recognition on a
straight-line basis is a systematic and rational approach that is representative of the time
pattern in which use benefit from the licensed film is diminished. Furthermore, a straight-line
basis minimizes subjectivity in revenue recognition and more closely matches cash flows. We
recommend that AcSEC clarify that the term “ratable” is intended to result in a revenue
recognition pattern that is straight-line over the license period.

ISSUE 2: The proposed SOP precludes immediate revenue recognition if an arrangement
may require an entity to make significant changes to a film after its delivery. However,
insignificant changes would not preclude revenue recognition. Do you agree with the
proposed accounting based on whether the changes subsequent to delivery are
significant and insignificant? (Reference to paragraphs 12, 57)
Response: We support the view that immediate revenue recognition should be precluded if an
arrangement requires significant changes to a film after delivery and concur with the
substantially completed analogy to SOP 81-1 Accounting for Performance of Construction-Type
and Certain Production-Type Contracts. Paragraph 52 of SOP 81-1 specifies that “the
overriding objectives are to maintain consistency in determining when contracts are
substantially completed and to avoid arbitrary acceleration or deferral of income. The specific
criteria used to determine when a contract is substantially completed should be followed
consistently and should be disclosed in the note to the financial statements on accounting
policies.”
While we support the theoretical view above, we are not aware of any costs or commitments
generally incurred in the industry which would be of such significance in nature or amount to
delay revenue recognition. We do not believe that the examples of costs suggested in
paragraph 12 are significant to the physical delivery of a film. Costs associated with dubbing in
a different language, adding subtitles, or adding film content are commonly incurred and are
insignificant in nature. We believe that any expectation to incur such costs should not preclude
revenue recognition provided such costs are accrued. As we do not believe there are any
significant costs to be incurred after delivery, no disclosure of remaining costs should be
required.
ISSUE 3: The proposed SOP requires that participations and residuals be accrued in
total and included in film costs based on the estimated ultimate gross revenues of a film.
Do you agree with the proposed accounting? Why? If not, what alternative method do
you believe is more appropriate and why? (Reference to paragraphs 26(c), 88-91)
Response: We support AcSEC’s theoretical conclusion that participation and residual costs
representing the portion of compensation payable to parties involved in the production of the
film are a form of deferred compensation. It is current industry practice to accrue such costs as
incurred as participation liabilities. It is also industry practice to classify other non-current
obligations such as those arising from distribution or financing arrangements that are clearly not
deferred compensation as participation liabilities. We presume that the definition in paragraph

88 is limited to deferred compensation obligations for performance in films and suggest that
AcSEC clarify the definition of participations in the proposed SOP.
We acknowledge that the proposed SOP accounting for the accrual of participation and residual
costs effectively results in a “grossed up” balance sheet. Participation costs are generally
payable pursuant to contractual formulas for financial performance achieved during the ultimate
gross revenue period and film ultimates change frequently. As a result, the accrual of
participation and residual liabilities will require substantial administrative effort to reflect
revisions to each individual film’s ultimate participation liability while not having any different
impact on the reported results of operations than the present practice. We believe that the
administrative burden to be incurred exceeds the benefit of disclosing a “grossed up” balance
sheet to financial statement users. We further note that the proposed SOP as currently written
provides for only those cash flows to be allowed for in the 10 year ultimate period as provided
for in paragraph 29 to be included in the liability. However, the cash flows for participation
liabilities could extend beyond the ten-year window which results in a conceptual inconsistency
between recording the ultimate participation liability in accordance with paragraph 29 and the
related cash flows.
We do not support AcSEC’s view that participation costs should be calculated on a present
value basis. The volatility of timing of payments and variability in discount rates result in
inherent flaws in the methodology of discounting liabilities. Additionally, the timing of the sale of
programming packages and related payments are not wholly within the control of the licensor.
For example with respect to payments, a licensee may not elect to air programming until the
end of its availability window. As the liability may not be payable until the airing of the
programming, the timing of the payment is dependent upon a third party. Accordingly, licensors
could experience significant difficulty in accurately estimating cash flows for discounting
purposes.
We believe that reporting discounted participation liabilities is less meaningful information to
financial statement users than the undiscounted approach and can impair the accuracy of
financial information presented. Please also refer to the discussion of proposed participation
disclosures in Issue 5 below.
ISSUE 4: The proposed SOP requires capitalization of early release and prerelease
exploitation costs of theatrical products, with a limited amortization period. Do you
agree with the proposed accounting? Why? If not, what alternative method do you
believe is more appropriate and why? (Reference to paragraphs 27, 69-87)
Response: We agree with the proposed accounting to amortize prerelease and early release
theatrical exploitation costs over the shorter of three months or the theatrical release period in
that territory.
We suggest that AcSEC consider modifying the requirements of paragraph 27 to allow for
deferral of home video advertising until street date of the home video release to allow for a
more proper matching of revenues and expenses. As an example, significant exploitation costs
are incurred to release a title in the sellthrough home video market. The launch of a sellthrough
title is analogous to the release of a theatrical title and the related exploitation costs should be
accounted for in the same manner.

We disagree with the inclusion of cassette duplication costs in exploitation costs. We believe
that cassette duplication costs represent manufacturing costs incurred to produce inventory.
We recommend that the proposed SOP be revised to provide that such costs be expensed as
inventory is sold in the home video market to ensure proper matching.
ISSUE 5: The proposed SOP requires certain disclosures. Do you agree that the
disclosures are necessary? Why? What disclosures should not be required? Why?
What additional disclosures should be required? Why? (Reference to paragraphs 43-47,
105, and 106).
Response: With the exception of the disclosure requirements for participation liabilities, we
agree with the disclosure requirements in the SOP. We believe these disclosures are
substantially consistent to those currently required under FAS 53 and concur with the view that
users of financial statements will be better informed if entities are required to make these
disclosures. We presume that AcSEC intended that participation liabilities be classified as noncurrent which is consistent with the film cost classification in paragraph 43.
As discussed in Issue 3 above, we believe that discounting participation liabilities and the
resulting disclosures would be confusing and not meaningful to a financial statement reader.
We further believe that the proposed participation disclosures are overly burdensome, as other
industries are not required to provide such disclosures with respect to deferred compensation
arrangements. The requirement in paragraph 47 for disclosure of contractual provisions is
reflective of the commitment disclosure requirements of FAS 5. Generally, an entity does not
disclose commitments unless they are significant to the financial condition of the entity.
Additionally, the estimated participation costs will change each time film ultimates change and
film ultimates change frequently. Such frequent revisions to the participation liabilities will
increase confusion for financial statement readers. We therefore find the requirement of
paragraph 47 to be excessive.
ISSUE 6: One of the underlying conclusions in the proposed SOP is that film s are more
like long-lived assets than inventory. Therefore, impairment would be recognized and
measured in accordance with FASB Statement No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of, cash flows
representing additions to film costs would be reported as cash flows from investing
activities, and film costs would be classified as noncurrent assets in a classified balance
sheet. Do you agree with the underlying conclusion? Why? If not, how would you
recognize impairment and why? (Reference to paragraphs 38, 39, 43, 44, 103, and 105)
Response: We fundamentally disagree with the underlying conclusion that films are more like
long-lived assets instead of inventory. We believe that the conceptual support for film cost as
inventory embodied in FAS 53 is a more appropriate classification and reflection of the
economic benefit of a film’s life. We acknowledge that revenues from films are earned over a
long period of time as noted in paragraph 103 of the proposed SOP. However, it is the industry
standard that the majority of newly released film costs are amortized within the first thirty
months of exploitation with a substantial portion amortized within the first twelve months.
Given the rapid amortization, film assets are more akin to a short-lived asset such as inventory.
We believe that impairment should be recognized on a net realizable value basis as discussed
in paragraph 16 of FAS 53. We further believe that the likelihood of impairment where ultimate

revenues would not exceed production costs will be significantly reduced subsequent to the
adoption of the accelerated advertising amortization policy in paragraph 27.
Additionally, the proposed SOP would require the preparation and maintenance of multiple
ultimates, as the proposed FAS 121 analysis would include cash flows outside of the 10-year
ultimate period. This requirement would create a substantial administrative burden.

ISSUE 7: Do you agree with the proposed SOP’s approach for loss recognition on
episodic television products? Why? AcSEC considered and rejected requiring
immediate loss recognition for the total loss expected based on the number of episodes
expected to be delivered. Do you agree with the alternative approach? Why? (Reference
to paragraphs 31, 32, 97-101)
Response: We agree with the proposed approach for loss recognition on episodic television
product as it most appropriately reflects the economic substance of the transactions.
ISSUE 8: Do you agree with the proposed SOP’s requirement that a property that has not
been set for production within three years from the time of the first capitalized
transaction should be considered disposed of with the related losses charged directly to
income? Why? Do you agree with the rebuttal presumption that a property to be
disposed of by abandonment has zero fair value? Why? (Reference to paragraphs 40,
104)
Response: We support AcSEC’s view that a property that has not been set for production
within three years from the time of the first capitalized transaction should be considered
disposed of with the related losses charged directly to income.
We also agree with the presumption that a property to be disposed of by abandonment has a
zero fair value as, based on our experience, such properties would generally be disposed of at
zero or sold for an insignificant value.
ISSUE 9: Do you agree with the proposed SOP’s transition provisions? The proposed
transition provisions will require entities to review all existing contracts to determine if
they meet the revenue recognition requirements, revise ultimate gross revenues, adjust
production costs to remove unamortized exploitation costs for films that are no longer in
the theatrical release phase in a territory, and adjust production costs to remove the
effect of abandoned projects that were capitalized. Please comment on the practicability
of the cumulative effect approach, if you do not agree with the transition provisions,
what transition method do you propose and why? (Reference to paragraphs 48, 107)
Response: We agree with AcSEC’s conclusion with respect to transition method for the SOP
and believe the cumulative effect approach to be practical. We do not believe that another
method or alternative timing of transition would be more appropriate.

Other Matters
ISSUE 10: Paragraphs 41 and 42 indicate that when estimates of ultimates are revised,
the denominator of the fraction should be revised in the period of change and should not
be applied to the beginning of each fiscal year if different from the period of change.
Response: We acknowledge that if film assets are assumed to be long-lived assets, changes in
estimates of ultimates should be accounted for in the period of change in accordance with FAS
121. However, as discussed in Issue 6 above we believe that films are clearly more akin to
inventory than long-lived assets. Accordingly, we believe that the guidance in paragraph 12 of
FAS 53 which specifies that changes in estimate are to be applied to the beginning of the
current year, more appropriately considers the nature of film ultimates. We suggest that
AcSEC revise the proposed SOP to include the exception to APB 20 afforded by FAS 53.
Additionally, we believe that the provisions of paragraph 41 and 42 of the proposed SOP could
certainly encourage less than conservative behavior in the industry. For example, consider a
film which management could support a more or less conservative ultimate based on its
performance to date. Under the guidance of the proposed SOP, management might be
encouraged to take a less conservative position and hold write offs until the last possible
moment to avoid the penalty of recognizing a loss too early as it cannot be revised later in the
fiscal year.
ISSUE 11: Paragraph 43 indicates that cash flows representing additions to film costs
should be reported in cash flows from investing activities in the statement of cash flows.
Response: As discussed in Issues 6 and 10 above, we believe that film costs are more
appropriately classified as inventory. Accordingly, we believe that cash flows representing
additions to film cost should be reported as cash flows from operating activities in the statement
of cash flows.
ISSUE 12: The proposed SOP indicates in paragraph 29 that ultimate gross revenues be
limited to 10 years for individual films. Is this an appropriate period and why?
Response: We recognize AcSEC’s concern about the diversity that has arisen in the industry
with respect to the estimation of gross revenues and believe that identification of a fixed term
whereby all costs will be fully amortized is appropriate. We believe that a 10-year period is an
appropriate fixed term whereby all costs should be written off.
We acknowledge that the majority of a film's revenues have been earned within the ten-year
period. However, we believe that syndication contracts can be and often are signed within the
ten-year window for a license period that extends beyond the specified ten-year limit.
We recommend that AcSEC not limit ultimate gross revenues to 10 years. Additionally, we
believe that the 10-year limitation for ultimate gross revenues results in a conceptual
inconsistency with unlimited cash flow projections required to evaluate FAS 121 impairments
and unlimited cash flows to project ultimate deferred compensation liabilities for participations.
To address AcSEC’s concern that all costs be fully amortized within a fixed term, we
recommend that the proposed SOP be revised to eliminate the 10 year limit and instead require
that all film costs remaining at the end of ten years be written off in a lump sum adjustment.

Based on our experience, any remaining costs on the balance sheet at the end of the 10-year
period would be insignificant.
We believe that a revision in the proposed SOP to eliminate the 10-year limit on revenues and
include a 10-year limit on the amortization of costs will more appropriately address AcSEC’s
concerns regarding amortization of film costs.
ISSUE 13: The proposed SOP indicates in paragraph 29 that secondary market revenue
should be included in ultimate gross revenues only when the entity has enough
episodes (including firm commitments for future production of episodes) such that it is
probable that syndication will occur. Is this appropriate?
We generally agree with the conceptual guidance in the proposed SOP. However, we
recommend that in circumstances where a third party sale exists such revenue should be
included in ultimate gross revenues irrespective of the episodes produced or committed.

We will be pleased to discuss further matters raised in this letter. Should you wish to do so,
please contact William A. Sutman at 818/777-7916.
Very truly yours,

Brian C. Mulligan
Executive Vice President
Operations & Finance
cc: William A. Sutman
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We represent a number of smaller independent producers, distribution and sales
agency entities, the majority of which are privately held. At this type of entity, the
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Not only does this proposal create more ambiguity by requiring management to
make yet another estimation, it is inconsistent with the matching principle. Profit
participants do not earn participations unless and until there is a profit. There
cannot be a profit until there is revenue. Therefore, if no revenue is recognized,
there are no participations due, and they are therefore, by the definition in CON
6, not a liability. Arguably, this is a probable contingent liability, with the
corresponding accrual in accordance with SFAS No. 5, however following the
conclusions of SFAS No. 5 to their conclusion (i.e., not recording the associated
contingent asset), we are failing to match related activity in the financial
statements.
The goal and difficulty in financial reporting in this industry is to match revenues
and expenses. This provision moves further away from such a match, and in
fact creates another mechanism to manage earnings through the use of
projections.
In light of the above, we suggest including expected participations in the ultimate
costs, with the attendant amortization to match the related revenue stream. This
accomplishes matching revenue with expense. If the Task Force wishes to
make the user of financial statements aware of future cash outlays, a qualitative,
not quantitative disclosure should suffice.
Paragraph No. 27 This paragraph requires exploitation costs to be identified by territory and
expensed no later than three months after initial theatrical release.
Again, this requirement creates a need for considerably more record keeping on
behalf of the reporting entity, without a corresponding increase in usefulness.
Additionally, the guidance does not address whether costs expended to promote
the project as a whole (such as trips to Cannes, Mipcom, etc.) should be
allocated to each territory. We do not feel these costs can be specifically
attributable to the exploitation by territory and would like language specifically
excluding them.
Paragraph 29 This paragraph defines ultimate gross revenues.
We would like specific guidance on third party distribution fees. For instance,
language such as “net of amounts paid to third party distributors,” should be
added.
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Paragraph 35 This paragraph defines production overhead.
We would like further clarification to limit the diversity in practice. Capitalizing
overhead to development projects is comparable to capitalizing research and
development, which is not appropriate.
We would like the application of
production overhead costs limited to films produced or set for production.
Paragraph 36 This paragraph defines overall deals.
We would like further language excluding this treatment for expenditures to
related parties.

Paragraph 40 This paragraph defines development costs and requires their direct write off
upon abandonment.
As there is a potential for abuse in this area, we would like capitalized
development costs limited to unrelated third parties. Additionally, we would like
to require a reserve for expected abandoned projects (similar to an allowance for
doubtful accounts).
General Joint venture arrangements are very common in the industry, particularly with
independent production companies. We would like language to allow for “partial
consolidation" similar to the construction industry.
Although we have made a number of comments, we applaud the Task Force’s
efforts. Clearly, more definitive guidance is needed in accounting for the motion
picture industry. As you finalize the statement, please don’t lose sight of the
effects of standards overload on smaller companies.
Respectfully submitted,
SINGER LEWAK GREENBAUM & GOLDSTEIN LLP

David W. Free, Partner
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Mr. Daniel Noll
Technical Manager, Accounting Standards
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
and
Director o f Research and Technical Activities
File Reference No. 190-C
Financial Accounting Standards Board
401 Merritt 7
Norwalk, Connecticut 06856-5116

Re: File 2550, Exposure Draft (ED) o f Proposed Statement o f Position, “Accounting by
Producers and Distributors o f Films”

Gentlemen:
The Accounting Principles and Auditing Standards Committee o f the California Society
o f Certified Public Accountants (AP&AS Committee) has discussed the Exposure Draft
(ED) o f Proposed Statement o f Position, “Accounting by Producers and Distributors of
Films” dated October 16, 1998 and has comments on it.
The AP&AS Committee is the senior technical committee of our state society. The
committee is composed o f 52 members, o f whom 8 percent are from national CPA
firms, 63 percent are from local or regional firms, 19 percent are sole practitioners in
public practice, 6 percent are in industry and 4 percent are in academia.
The AP&AS Committee has been following motion picture accounting and proposed
rule changes for many years and has spent considerable time at a recent meeting
deliberating the ED and we are pleased to provide you with our comments.
T he AP&AS Com m ittee unanim ously objects to the proposed SO P as drafted.
275 Shoreline drive
Redwood City CA

18009225272

We have organized our comments in two sections. The first section covers the specific
questions AcSEC asked in the ED. The second section covers additional matters.
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I - Responses to AcSEC “Areas requiring Attention”

AcSEC Question No. (1)
Summary: “Substantially all of the fair value” must be transferred to a customer for
“immediate revenue recognition” to be permitted according to paragraph 7 of the ED.
AP&AS overwhelmingly believes that the terms o f paragraph 6 properly define the timing
o f revenue recognition. We do not believe that the added requirement specified in
paragraph 7 would result in proper accounting measurements. In any case, we believe the
AcSEC proposal would, from a practical standpoint be unduly burdensome, complex and
subjective. These practical realities may be subject to abuse and would also be difficult and
quite costly to audit.

The earning process is complete
First regarding the accounting treatment. We believe that the earning process is complete
when all of the criteria described in paragraph 6 o f the ED have been met. This is
consistent with the FASB’s Statement o f Financial Accounting Concepts No. 5 (SFAS No.
5). According to SFAC No. 5, paragraph 84:
“In recognizing revenues ... (a) The two conditions (being realized or realizable and being
earned) are usually met by the time the product... is delivered ... to customers, and
revenues from manufacturing and selling activities and gains and losses from sales of other
assets are commonly recognized at the time of sale (usually meaning delivery).”

Successful licensing o f motion pictures requires judgment, knowledge o f hundreds of
markets and territories, industry contacts, product availability, license term and timing,
among many other things. The market value o f a given license is subject to the whim o f the
public in the different markets and territories. The values can swing up and down quickly
and significantly given such factors as the availability of competing products, political and
social changes, current events which might “make” a movie’s content “hot” or “tasteless.”
Licensors, therefore, complete the earning process when they reach an agreement with the
licensee (subject to the other conditions o f paragraph 6 of the ED). It is at this moment that,
in reality, the copyright holder has completed the earning process and should be permitted
to recognize revenue. Its similar to selling anything with a volatile market value in that the
realized price might have been more or less had the transaction taken place on a different
date; the key, from an accounting standpoint, is that the value is measured based on the
market conditions at the time the transaction was consummated. In licensing motion
pictures, there comes a time that the deal is made; at that time the earning process, in
reality, is complete and accounting recognition is therefore appropriate.
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The Lease Accounting Analogy is wrong
AcSEC’s analogy to lease accounting is not appropriate. Its like trying to put a square peg in
a round hole.
SFAS No. 13 was written to end the financial statement disparity between companies that
used long-term leases to finance asset acquisitions and those companies that purchased
assets. SFAS No. 13 acknowledged that leases were simply a different form o f financing
asset acquisitions. So comparing SFAS No. 13 to the process o f licensing motions pictures
is wrong. A TV network simply cannot under any circumstances manufacture their version
of a given movie, with a given script and cast; they can make their own (different) products
but they cannot chose to make their own version for their purposes.
At issue now is revenue from licensing the exploitation o f intellectual property rights. The
underlying intellectual property rights are unique and protected by federal laws. They
cannot be duplicated or otherwise exploited without the permission (i.e. license) o f the
owner. Leased property, on the other hand could be purchased or manufactured by the user.
The driving force behind SFAS No. 13 and the “leasing controversy” was that the financial
statements o f an entity that purchased assets and financed those purchases with debt looked
quite different than an entity that leased assets and financed those assets with leases. The
leasing entity had “off balance sheet” debt that was not being recognized in the financial
statements. According to SFAS No. 13 paragraph 59:
“The provisions of (SFAS No. 13)... derive from the view that a lease that transfers
substantially all of the benefits and risks incident to the ownership of property
should be accounted for as the acquisition of an asset and the incurrence of an
obligation...”
We believe that any conclusions drawn from the comparison to lease accounting are not
valid.
We believe that AcSEC’s use o f the leasing analogy over reaches conclusions made by the
FASB. SFAS No. 13, paragraph 1 includes the following:
“[SFAS No. 13]... does not apply to licensing arrangements for items such as
motion pictures films ... patents and copyrights.”
We believe AcSEC’s use o f an analogy to SFAS 13 under any circumstances is
inappropriate.
Additionally, SFAS No. 13 and predecessor lease accounting standards have been around
far longer than SFAS No. 53 and its predecessor and the FASB and previous accounting
standard setters have never considered the lease accounting comparison necessary or
appropriate for accounting for motion picture films.
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The new SOP treatment is inconsistent with other accountingfor licensing activities
The provisions o f SFAS No. 50 for licensing revenues in the record and music industry
permit revenue recognition when the licensor has delivered the rights and the licensee is
“free to exercise them”.
AcSEC’s SOP 97-2 permits revenue recognition when the earning process is complete
without regard to the license term. 1

The terms of paragraph 7 are cumbersome and difficult to audit
It is not clear to AP&AS if AcSEC appreciates that a major motion picture may require
literally hundreds o f individual “before and after” fair value studies. Film territories and
markets are varied. Not all films will be marketed to the same territories in the same
manner with the same level o f success. Foreign markets react quite differently to action
pictures than to dramas or comedies. Creating what we believe is an artificial hurdle to
what is otherwise legitimate revenue may also artificially impact how deals are structured or
their timing.
Each o f these market and territories would require a “before and after” fair value study.
This raises questions on our committee as to who would be qualified to do these studies,
what standards they would follow and how costly would they be. We think that film
companies could not reasonably complete these studies prior to financial statement
deadlines. This may create an environment ripe for abuse and would clearly create
difficulties in auditing these fair values because o f the subjective judgments, sheer quantity
and timing constraints o f audit completion.

AcSEC Question No. (2)
Summary: “Immediate revenue recognition” is precluded if significant changes to a
film may be required after delivery.

AP&AS agrees with AcSEC’s position and the guidance described in paragraph 12 o f the
ED.
1Incidentally SOP 97-2 explicitly mentions that “If a lease of software includes property ..., the revenue
attributable to the property ... should be accounted for in accordance with [SFAS No. 13] and the revenue
attributable to the software ... should be accounted for separately...” AcSEC appropriately did not follow the
SFAS No. 13 model for software recognition.
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AcSEC Question No. (3)
Summary: Accrue as a liability participations and residuals based on estimated
ultimate gross revenues.
AP&AS unanimously disagrees with this proposal. SFAS No. 53 required matching
expenses to revenues by calculating participations and residuals based on estimated ultimate
gross revenues. We agree with this approach. AP&AS does not believe that a liability
should be accrued and an offsetting asset created at the inception o f the film’s exploitation.
AcSEC has incorrectly described participation fees as deferred compensation. In reality it
is contingent compensation. Participants are not entitled to any payment merely by virtue o f
an amount included in the estimated ultimate gross revenue calculation. In fact, the
participants may get nothing if facts and circumstances change.
We believe that SFAS No. 5 limits liability recognition to “existing conditions”. We do not
believe that the preparation o f an estimated ultimate gross revenue calculation is such an
existing condition.
We believe that the process o f estimating and recognizing the pro-rata share o f the
participation and residual expense to match against recognized revenue is appropriate. Our
committee had strong views supporting the approach that the offset to the participation and
residual expense should be a reduction o f the carrying value o f the film instead o f an
accrual o f a liability. Those that held this view believed that liability recognition should be
limited to amounts required to be paid by terms o f the contracts based on events that have
occurred through the balance sheet date.

AcSEC Question No. (4)
Summary: Capitalization of early release and prerelease exploitation costs is required
and permitted on theatrical products with a limited amortization period.
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AP&AS objects to this proposal and nearly unanimously believes that the provisions of
SOP 93-7 should apply to marketing and advertising motion pictures.
Most o f AP&AS believed that it was proper to capitalize film exploitation costs at the time
SFAS No. 53 was issued. Industry conditions have changed. There is far more product
available today than was available in 1981. Channels o f advertising has exploded with
changes in technology and the increase in products competing for the public attention.
When fewer pictures were available, the success o f a film was more closely tied to the
success o f its advertising campaign. Although our committee believes that a major motion
picture cannot be successfully exploited without advertising, we believe that the effect that
this advertising has on the success o f the motion picture is less direct than it once was. In
any case, we do not believe that an advertising campaign for motion pictures is any more
capitalizable than for other industries (car manufactures, computer companies, airlines and
so on).
We understand that some believe that capitalizing exploitation costs, even for short periods,
is necessary because o f the seasonal nature o f film revenue. This is especially true o f July
4th releases as the studios must fund expensive advertising campaigns in the quarter ended
June 30 while revenues do not get recognized until the quarter ended September 30. Our
Committee does not believe that proper accounting should be influenced by national
holidays and motion picture release schedules.
Unless AcSEC reconsiders the provisions o f SOP 93-7 for all industries meeting certain
criteria we do not believe that this SOP should carve out a special exception.
The costs o f the prints sent to motion picture distributors is an asset that has a useful life
during the theatrical release period. AP&AS believes that those costs should be deferred
and amortized.
AcSEC Question No. (5)
Summary: Required disclosures of motion picture businesses.

AP&AS agrees with AcSEC’s position and the guidance regarding footnote disclosure of
the motion picture business.
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AcSEC Question No. (6)
Summary: Motion pictures are long-lived assets and impairments should be accounted
for as described in SFAS 121.
Our committee was divided about the areas covered in this question. Most on AP&AS
believe that the costs of producing a film should be carried as a non-current asset as AcSEC
proposes but contrary to AcSEC’s belief our consensus was that the asset was something
closer to non-current inventory or operating asset rather than that o f other long-lived assets
like a plane or piece o f equipment. We believe that the cash flows, therefore, should be
considered to be from operations not financing activities.
We found problems with applying SFAS No. 121 as the guidance for impairment for
several reasons. First, the FASB specifically excluded companies covered by SFAS No. 53
from the rules o f SFAS No. 121. We believe this indicates that the FASB has already
rejected the view that SFAS No. 121 is applicable to films. Additionally, and quite
troublesome, is that AcSEC limits ultimate gross revenues for purposes o f film cost
amortization to 10 years but SFAS No. 121 has no limitation. SFAS No. 121 does not
arbitrarily limit to 10 years the period to “estimate future cash flows” (SFAS No. 121, par.
5) and to calculate the “fair value” (SFAS No. 121, par. 6). This conflict in the manner in
which seemingly identical measurements are calculated differently for different purposes is
confusing and illogical.
We believe existing impairment practices preferable to the provisions o f SFAS No. 121.

AcSEC Question No. (7)
Summary: Loss recognition for episodic TV can be deferred until the costs are
incurred.
A significant majority of AP&AS agreed with this AcSEC proposal to permit deferral.
There was considerable discussion of adding the notion of intent in order to permit the
deferral o f these losses until incurred. Some on AP&AS believed that should there be the
stated and apparent intent o f the parties to complete the production schedule at a probable
loss then the loss should be recognized up-front, similar to a SFAS No. 5 loss accrual.
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AcSEC Question No. (8)
Summary: Costs for projects that have not been set for production after three years
should be written off

AP&AS was nearly unanimous in agreeing with this particular proposal o f the ED.

AcSEC Question No. (9)
Summary: Transition would require and permit only cumulative catch-up accounting.

The changes in the ED are significant and change the landscape o f motion picture
accounting. AcSEC is strongly urged to permit retroactive accounting for those entities that
can reliably generate the necessary information. We believe that the process o f developing
the information for the cumulative catch-up would also result at a relatively low incremental
cost in information necessary for a full restatement. Considering the significance o f the
changes in the ED we believe that the financial statement user would be better served by a
restatement. We urge AcSEC to permit restatement accounting should the SOP be issued
with the major changes o f the ED.

II - Other Comments of AP&AS

Paragraph 8
The notion o f intent to perform should be added to the second sentence qualification based
on an entity’s ability to perform.
Paragraph 11
This paragraph’s scope is very broadly stated as applying to an entity “involved directly in
the distribution in the home video market.” The last sentence defers revenue recognition
until physical delivery to the “customer” . There are situations where the distributor buys
distribution rights from the movie company and then separately contracts for tape
duplication the movie company. It seems that the sale of the distribution rights should be

accounted for separately from the duplication fees. However based on a literal reading of
this paragraph, the movie company is probably “involved directly in the distribution in the
home video market.”
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Paragraph 19
The deferral o f revenue from licensing film-related products has practical and theoretical
problems which should be addressed. For example, it is very doubtful that a film would not
be released if it reached the level o f significant licensing o f film-related products (i.e. “A
Bugs Life”, etc.). Since the manufacturers o f these products should recognize their revenue
from the sale and distribution o f these products when sold, it is unclear why the copyright
holder should wait too. In any case, AcSEC should add guidance for sequels or products
based on another media (For example, should the revenue from licensing products from
“The Rugrats Movie” be deferred until the motion picture release even though the TV show
has been successful for years?)

Paragraph 26 (c)
As stated previously we believe that participations and residuals is not a liability which
should be accrued prior to contractual obligation. In any case accruing an amount based on
the present value is adding needless complexity to the financial statements. Discounting
liabilities is generally permitted when the amount and timing o f the liability is fixed and
determinable. The participations and residuals liability, as described in the ED, is based on
an estimate o f revenues. Discounting this amount would require estimating the contractual
payment obligations. The resulting discount cannot be reliable as it is essentially
discounting an estimated amount based on estimated timing. The subsequent changes to
this estimate and the related split between operations and interest expense is not meaningful
and unduly cumbersome.
Paragraph 27
We believe that additional guidance on “early release” should be provided.
Paragraph 33
The ED limits ultimate revenues to 10 years for newly produced films and 20 years for
films acquired as part o f a library. AP&AS can find no support for permitting a different
period o f ultimate revenue estimate for film libraries than for newly produced films. Films
can be acquired very shortly after they have been produced. If reliable information exists
for the purchaser o f the library to use 20 years o f ultimate revenues then it obviously exists
for the producer. Any decision to sell or not to sell a film as part o f a library or individually
would be based on the total expected cash flows from all markets. We believe 10 years is
sufficient.
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Paragraph 41
We believe the accounting for changes in estimate accounting described in SFAS 53
appropriate. SFAS No. 53 permitted changes in estimates to be reflected as o f the
beginning o f the fiscal year. We do not believe that changes in the ultimate gross revenues
should be recognized in the fiscal quarter that the change is made as the process to estimate
ultimate gross revenues is complex and tends to change over, especially over the first few
months o f s film ’s release. We are concerned that producers may tend to be more
aggressive in their initial estimates o f ultimate gross revenues since they will not be able to
adjust them upward within the same fiscal year as was permitted under SFAS No. 53.
Paragraph 89
We question the assertion that “At the time of a film’s release, an entity can predict with a
high-degree o f accuracy the revenues to be generated from that film...”. Exploiting motion
pictures is complex; often weaker pictures can be packaged with strong pictures and
pictures that have been weak theatrical have become “cult” classics in the video market.
Additionally the sentence is flawed by stating “At the time o f a film’s release”. In reality a
film is released at different times in different countries. Experience has shown that strong
domestic release does not correlate to strong international revenues. Keep in mid that a film
is released on the various international markets over a period o f possibly several months
after it is released domestically. International revenue is very significant to a film and
cannot be dismissed as insignificant or always correlating with domestic results.

Glossary
Exploitation Costs. The costs o f video cassettes is included in the definition o f exploitation
costs. This is wrong. The costs o f the cassettes are clearly an inventoriable cost just like
any other product that is manufacturer and sold. These costs once capitalized as inventory
would be subject to the same lower o f cost or market rules as other inventory.
The AP&AS Committee appreciates the opportunity to respond and would be pleased to
discuss our comments further.

AndyMintzer,
Accounting Principles and Auditing Standards Committee
cc:

James R. Kurtz, Society Executive Director
Diana Sanderson, Society President
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A D V IS O R S

Confidential
January 18, 1999

Mr. Daniel Noll
Technical Manager
Accounting Standards, File 2550
American Institute Of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
VIA FEDERAL EXPRESS

Dear Mr. Noll:
The purpose of this letter is to respond to specific areas referenced and affected by the “Exposure
Draft” covering the “Proposed Statement of Position” focusing on “Accounting By Producers and
Distributors of Films” dated October 16, 1998 (the “Draft” hereinafter). The information contained in
this letter is (i) a brief introduction of Houlihan Lokey Howard & Zukin (“Houlihan Lokey”) and the
reasons that the SOP is meaningful to us and our clients, (ii) an itemized list of specific comments
solicited by AcSEC referenced in this letter along with our summary comment as to our agreeing or
proposing alternative approaches that we feel are more meaningful to users of financial information, (iii) a
detailed discussion of the specific comments with associated analyses (iv) a listing of our group’s
biographies and (v) a list of references..

Background
Houlihan Lokey is a U.S. based investment bank with a specialized entertainment advisory
practice that provides valuation and financial advisory services to the capital markets serving the
entertainment industry (the “industry”) and to industry constituents themselves. The purpose of our
practice is to enhance the efficiencies of capital intermediation within the industry by clarifying the risk
and return attributes associated with loans and investments made within this industry. As listed below
along with associated telephone numbers, our advice is utilized by and in conjunction with most of the
worlds commercial banks that finance the industry, the four major ratings agencies on the North
American and European continents that have rated and/or are considering rating industry constituent debt,
many of the worlds largest investment banks that service the industry, the world’s largest insurers and
credit enhancement companies providing performance based insurance or financial guarantees to industry
constituents, investment funds and private investors considering investing in the industry, and a host of

Los A n g e le s

1930 C e n tu ry Park West
Los Angeles, C a lifo rn ia 90067-6802
Tel

310 553 8871

Fax 310 553 2173

Investment advisory services through H ou lih a n Lokey H ow ard & Z u kin Financial Advisors
N e w Y o rk

Chicago

San

F r a n c is c o

M in n e a p o lis

W a s h in g to n , D .C .

1
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A tla n ta
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global industry constituents themselves that check their work against our own for internal strategic
planning and/or capital formation planning purposes.
As we see the primary purpose of financial statement’s to be explanatory documents to assist investors,
lenders and other parties in making decisions involving investment or lending risk, we believe it
important to provide the cleanest, clearest and most unbiased information possible. Although the
challenges are many, as users, we feel that the needs of presenting cost and revenue-oriented information
outweigh the need to present forecast-oriented information. Although it is nearly impossible to avoid
some forecast outcome aspect to the actual cost and revenue information reported, we feel that it is
important to try as hard as possible to avoid reader confusion as to the purpose of “accounting”
information.
With this in mind, the specific requests for comment by AcSEC which this letter references are numbered
and defined as follows in the Draft:

Summary
■

Item 3 — The proposed SOP requiring “that participations and residuals be accrued in total and
included in film costs based on the estimated ultimate gross revenue of a film”. As discussed herein,
we do not agree with and are requesting and recommending that the current generally accepted
accounting principles be modified as discussed below.

■

Item 6 — The proposed SOP requires that film and television productions costs be classified in their
entirety as “non-current assets” in a classified balance sheet. As detailed and analyzed herein, we do
not agree with this and are requesting and recommending an alternative method.

Detailed Discussion of Summary Comments
■

Item 3 — Our view, and the view of our clients, is that financial statements should reflect actual costs
and revenues incurred or earned within the accounting period in question. Grossing up the balance
sheet for the increased “value” associated with the offsetting obligation sends the confusing signal
that the higher inventory level is representative of the market value of the asset (as though the rights
had been acquired at fair market value). Candidly, the grossed up balance sheet will not benefit users
of financial statements. We believe that “creating” as asset to offset an obligation arising from
distribution of the film many years into the future is confusing and probably misleading. Our
recommendation is to book the expense and the corresponding payable in line with recognition of
revenue as is currently generally accepted accounting principles. Additionally, we recommend that
financial statements have a footnote that discloses estimated future participations and residuals based
on current film ultimates.

■

Item 6—
Feature Films. As shown on the exhibit below, feature films released tend to follow similar meancase revenue receipt patterns over a 10 year period. As the exhibit portrays for single titles sampled
from our database of over 10,000 films, from the time of release, the first four quarters of revenues
represents approximately 50%-60% of the gross receipts generated over the first 10 years following
release. This is followed by approximately 20%-30% for the next four quarters and so on as the
analysis portrays.
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Our recommended procedure for films released theatrically, on a direct-to-video basis or on free or
pay television is to have each studio utilize similar analyses as a way to demonstrate the amount of
revenues coming in the upcoming four quarters from the date of the financial statement. To place all
of the costs in the long-term category clearly conflicts with the standard of “current” representing the
next 12 months that every investor and lender now subscribes to. The result would be confusing and
not-meaningful.

P ercentage of R evenue R ecognition
of T he T ypical M otion P icture
Y ear 1

Y ear 2

Year 3

Y ear 4

Y ear 5

4 0 -6 0 %

2 0 -5 0 %

3 -4 %

3%

2 -3 %

Episodic Production
Our present understanding regarding the amortization of episodic production costs is that they are
mostly expensed during the period incurred. Our statistics (which are summarized on the chart
below) indicate, this classification is statistically meaningful for the first year or two of episodes
produced, but thereafter is statistically misleading. As the probability of a series earning revenues
beyond those generated in the first airings of its production is very low during the first two
seasons of its life, we believe all costs should be classified as current. As the probability of
subsequent revenue generation increases for the third, fourth, and subsequent season productions,
we would allocate between current and non-current based upon what percentage of revenue are
within the next twelve months and what percentage is from syndication. W e feel that these
revenue estimates can be made very accurately as when a show reaches its more successful phase
of production, that beyond two seasons of airings, revenues are usually readily predictable since
long-term contracts are often-times signed.

P robability of Syndication
30 Minute
Shows

60 Minute
Shows

9%

4%

Is' Season to Syndication

20%

9%

2nd Season to Syndication

42%

34%

3rd Season to Syndication

69%

61%

4th Season to Syndication

85%

79%

Pilot to Syndication

In addition to the above, we feel that production costs should be disclosed in the operating section
of the cash flow statements. With respect to the creation of filmed entertainment, film costs are
the equivalent of inventory. To disclose these cash expenditures as an investing activity is
misleading and, more candidly, a false assertion. In addition, the add back of film cost
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rise to an inherent inconsistency as to what exactly film costs are. Although, from our point of
view it does not technically matter where the actual expenditure is disclosed as we know the true
nature of those costs, on several occasions we have found that in our engagements we have had to
explain to clients that film companies generate negative operating cash flow. By putting
production expenditures in the investing section, you will in effect overstate operating cash flow,
and in many cases show it to have positive cash flow, when it should be negative. Users of
financial statements, especially those outside the industry should not be led to the conclusion that
film making is a money making enterprise in the short-term, especially when in most cases it is
quite the opposite.

Additional Comments
Over the past year and a half, Houlihan Lokey has developed statistically based models that not only
simulate cash flows, but financial statements. These models have given us the ability to help evaluate the
impact of changes in accounting principals, most notably the expensing of prints and advertising. As the
AICPA continues to evaluate comments over the next year, we would welcome the opportunity run
scenarios through our models so that their financial statement impacts can be evaluated.
With respect to our views, we invite you to check with those parties who we advise. After all, as noted,
accounting statements are meant to create stories to help readers interpret performance, potential and risk.
While we recognize that there is no perfect solution, we believe that the above referenced approaches
better communicate meaning than the alternatives considered.
We appreciate your consideration of our thoughts, welcome any questions or comments you may have,
and look forward to seeing the conclusions you reach.

Sincerely,

Roy A. Salter
Managing Director

Biographies and Work Experience of Houlihan Lokey Team
Roy A. Salter
Mr. Salter, a Principal and Managing Director of Houlihan Lokey, founded and manages Houlihan
Lokey’s Entertainment & Media Services Group as well as the firm ’s Communications practice. Mr.
Salter, who is directly involved in the analysis, valuation and transactional activities of clients involved in
these industries, led the development of the methodologies and systems which Houlihan Lokey uses to
evaluate communications, entertainment, and media assets and businesses. Mr. Salter provides expert
witness testimony in matters relating to these industries and has spoken on a variety of media and
entertainment valuation and corporate finance subjects. Additionally, during Spring 1996, Mr. Salter
taught a course in the MBA Program of the Anderson School of Business at UCLA on the subject of “The
Economics and Valuation of Media and Entertainment Properties.” During the Spring of 1998, Mr. Salter
taught a course on the “Evaluation and Development of Entertainment Business Plans” in the Anderson
School. In the summers of 1997 and 1998, Mr. Salter taught courses on “Evaluating Entertainment
Properties” in the European Media Business School in Spain. In addition, Mr. Salter will make
presentations before the Harvard and UCLA Schools of Law on the subject of evaluating entertainment
properties. Additionally, Mr. Salter has authored a text on the subject of valuing media and entertainment
industry investments published by Warren Publications. Prior to joining Houlihan Lokey, Mr. Salter was
Vice President of Wells Fargo Capital Markets, Inc. where he provided mezzanine financing and
exclusive sale services to selected bank clientele. Previous to Wells Fargo Capital Markets, Inc.

Darleen H. Armour
Ms. Armour is a Senior Vice President in the Entertainment & Media Services group working out of the
Los Angeles office. Ms. Armour has over ten years of experience at the firm providing valuation analysis
and financial opinions in the areas of fairness, solvency, collateral valuation, corporate planning and
litigation support and is actively involved in the firm’s entertainment M&A and corporate finance
activities. Ms. Armour currently coordinates and oversees many of the group’s projects as well as the
firm ’s internal training activities. She earned her B.A. from the California State University at Fullerton
and her M .B.A from the University of California, Los Angeles.

Joseph M. Miller
Mr. Miller, is a Vice President of Houlihan Lokey, working out of the Los Angeles office, and
concentrates on investment banking in the Media and Entertainment group. Prior to joining Houlihan
Lokey, Mr. M iller was Vice President, Corporate Development at Alliance Communications Corporation,
Canada’s largest producer and distributor of filmed entertainment. During his four years at Alliance, Mr.
Miller was integral to Alliance’s worldwide expansion and was involved in various mergers, acquisitions,
securities offerings-and strategic planning. Other entertainment industry experience includes three years
as a financial officer of New Visions Entertainment Corporation, as well as long-term consulting
arrangements at both Twentieth Century Fox and Warner Bros. Mr. M iller earned his Bachelor of
Science in Economics/Business from UCLA.

David A. Davis
David A. Davis is a Senior Vice President in the Entertainment & Media Services Group, working out of
the Los Angeles office since joining the firm in 1995. He has spoken on the economics of filmed
entertainment to a number of graduate business and film school classes. Mr. Davis has also been cited as
an industry expert in a number of media outlets such as The CBS Evening News, the PBS Nightly
Business, CBS, TNT, CNBC, Report, National Public Radio, The New York Times, Wall Street Journal,
London Times, The Economist, Forbes, Fortune and Time Magazine. Prior to joining Houlihan Lokey,
Mr. Davis spent six years as a film entertainment analyst for Paul Kagan Associates, Inc. In addition, Mr.
Davis was a key valuation consultant for Kagan Media Appraisals, Inc. from 1990 to 1995, providing
valuation analysis and strategic consulting for over 40 media and entertainment companies including
major film studios, independent film companies, leading film exhibitors, banks, law firms, and leading
motion picture talent. Prior to Paul Kagan Associates, Mr. Davis worked with W arner Bros./Lorimar
Domestic Television Research. Mr. Davis received an M.B.A. from the Anderson Graduate School of
Management at UCLA, and an A.B. at Bowdoin College in Brunswick, Maine, and graduated from
Phillips Academy in Andover, Massachusetts.

Marlin Prager
Marlin Prager is a Senior Financial Analyst in the Los Angles office of Houlihan Lokey Howard &
Zukin. Mr. Prager is also a Certified Public Accountant (currently on inactive status). His primary focus
is in Communications, Entertainment & Media services. Prior to joining Houlihan Lokey, Mr. Prager
worked at Price Waterhouse LLP in the Entertainment, Media & Communications group. Mr. Prager
earned a B.A. in Economics from the University of California at Los Angeles, where he graduated with
College Honors and cum laude.
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Selected Engagements

C lient

Services

32 Records

Provided a valuation opinion for the purpose of obtaining a line of credit.

Alliance Communications*
Corporation ,

Provide ongoing financial advisory services for this film and television
production and distribution company including (i) assisting Alliance in
n rr v ^ n ' n n r
m r + n d r e k in c
n iT O ft i n i
t]
establishing
various Canadian partnerships
which iinvest
in individual1 ffilmed
entertainment properties and (ii) evaluating various investment and acquisition
opportunities.
/ ___ ______
___ ......
Served as financial advisor to First Minneapolis Bank in the restructuring of
credit facilities associated withthis company.
Provided a valuation opinion to this owner of the Blade Runner multimedia
game.
. . _____■............. . ...................
Provided a valuation opinion of a) the library of TV rights for purposing of
establishing the collateral valuation for an increased line of credit and b) the
business for the establishment of a management stock option plan.
Provided financial advisory services in connection with the company’s merger
with Global Entertainment, Inc. and Melrose Entertainment
Provided acquisition and financial advisory services in connection with a
possible acquisition.
Provided an opinion concerning the value of the Carolco film library for
purposes of obtaining a line of credit against the library.
Provided a valuation opinion for the purpose of obtaining a line of credit.

AEG Acquisition Corp.
Blade Runner
Bohbot Communications,
Inc.
Cannon Film Corp.
Capella Films
Carolco Pictures
Castle Communications
Cecchi Gori

EMI

Provide ongoing valuation and financial advisory services to this Italian filmed
entertainment production and distribution company as it pertains to the potential
funding of a securitized bond offering collateralized on the value of the film
library.
Provided a valuation opinion of the Conidial film library for the purpose of
obtaining a line of credit. Currently representing Conidial and/or its library for
sale.
Provided a valuation opinion to this motion picture development and production
company.
Provided a financial opinion on the value of this library to assist Bowie in
completing a private placement of debt securities that were issued against the
catalogue’s value.
Provided a valuation opinion of the Benanty Music library for the purpose of
obtaining a line of credit Currently representing Drive for sale.
Provided various valuation and financial opinions.

Extreme Studios

Provided valuation advisory services for this comic book company.

GRB Entertainment.

Iwerks Entertainment, Inc.

Provide periodic valuation opinions of the GRB Entertainment television library
for the purpose of obtaining a line of credit.
Provided a valuation opinion to this producer of real life documentaries and
dramas.
Provided financial advisory services in connection with management’s recent
purchase of a minority block of stock in ICM and provide ongoing valuation
services.
Provided a valuation opinion of the Bluth Film Catalogue and assisted in
obtaining a line of credit against that catalogue.
Provided various valuation and financial opinions.

Jimi Hendrix Music
Catalogue

Provided a catalogue valuation in support of litigation concerning the music
catalogue.

Conidial Films

CinemaLine
David Bowie Music
Catalogue
Drive Entertainment

Greystone Productions
International Creative
Management
Invicom Ltd.
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C lient

S ervices

Jones Entertainment

Provided various valuation opinions regarding their rights owned in several
motion pictures.

LA Studios

Provide an

Lakeshore Entertainment

Provided acquisition and financial advisory services in connection with the
acquisition of the TransAtlantic film library.
Provided financial advisory services and assisted the company in the raising of
substantial equity capital to fund future operations.
Provided financial advisory and restructuring services for the unofficial
bondholders committee of LIVE Entertainment.
Provide periodic valuation opinions of the LIVE Entertainment film library for
purposes of obtaining a line of credit against the library. Provided a fairness
opinion in the recent acquisition of LIVE by Bain.
Provided financial advisory and investment banking services for MCEG. As the
company’s financial restructuring advisor, assisted in the confirmation of the
company’s plan of financial reorganization.
Provided a fairness opinion concerning the merger of MCEG with Orion
Pictures, Actava and Metromedia International Telecommunication.
Provided various valuation and financial opinions including a comprehensive
film library valuation.
Serve as ongoing financial advisor in the valuation of the Delphi Film Associate
Partnerships.
Provide ongoing financial advisory, strategic investment banking and valuation
services regarding some of the company’s various entertainment assets,
investments and business plans.
Provided financial and valuation advisory services in connection with the sale of
various assets to New Line Pictures.
Provide ongoing valuation, financial advisory and investment banking services
in connection with various acquisition opportunities for Nelvana.
Provided a valuation opinion for purposes of establishing a collateral valuation
on this producer and licensor of music.
Provided financial advisory services for this producer of film trailers.

LANDMARK Entertainment
LIVE Entertainment (I)
LIVE Entertainment (II)

MCEG Sterling (I)

MCEG Sterling (II)
MGM/UA Communications
M.L. Film Entertainment
Inc.
National Geographic

Nelson Entertainment
Nelvana Enterprises
Network Music
New Wave Entertainment
Overseas Film Group
Qintex Entertainment, Inc.
Rainbo Records Mfg. Corp.
Rysher Entertainment
Saban Entertainment
Scotti Brothers
Entertainment
Skouras Pictures
Sony Pictures Entertainment
Stephen J. Cannell
Productions, Inc.
Sunbow Productions
The Movie Group
The Movie Store

Provided a valuation opinion for the purpose of determining the collateral value
of the company’s film library.
Represented, and negotiated on behalf of, the Official Unsecured Creditors’
Committee with respect to recoveries from the sale of Qintex assets.
Provided various valuation and financial opinions.
Provide ongoing valuation and financial advisory services for general corporate
planning purposes.
Provided various valuation and financial opinions.
Provided financial and valuation advisory services in connection with the
company and All American Television.
Provided a fairness opinion in connection with the sale of a library of filmed
entertainment rights to Dove International.
Provided various valuation and financial opinions, including a comprehensive
film and television library valuation.
Provided valuation and financial advisory services in connection with the merger
of Cannell with New World Entertainment.
Provided an opinion concerning the value of the Sunbow TV library for purposes
of obtaining a line of credit against the library.
Served as financial advisor in connection with the restructuring of this company.
Served as financial advisor to Mercantile National Bank in the restructuring of
credit facilities associated with the company.
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C lient

S ervices

The Shooting Gallery

Providing financial advisory services for this filmed entertainment production
and distribution services company for various organizational structuring

Thom EMI Pic
Tri-Star T e l e v i s io n s
TVT

Provided a financial opinion regarding the spin-off of some assets to
shareholders.
Provided financial and valuation advisory services in connection with the
acquisition of various assets from New World Television.
Provided a valuation opinion for the purpose of obtaining a line of credit.

Voyager Comics

Provided financial advisory services to a potential acquiror of this comic book

W.M. Loose Music

Provided a valuation of the music catalogue.

Warner Bros.

Provided valuation advisory services regarding several motion pictures for
general corporate planning purposes.
Provided valuation and financial advisory services for this distributor of madefor-television movies.

World International Network
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References
W e invite you to call or write any of the following parties who are those truly needing opinions and
advise concerning performance risk, and who are ultimately relying on the information provided in
financial statements to make their decisions regarding investment and/or credit risk:

Ratings Agencies
■ Ms. Wendy Geneen-Cohn
Director
212-908-0681

■ M oody’s
Mr. Jay Eisbrook
Vice President
212-553-4377
Specializes in entertainment situations the party that rated the Bowie Bonds

■ Fitch IBCA
Mr. Vas Kosseris
Director-European Structured Finance
011 44 171 638-3800
Fitch rated the Cecchi Gori Bonds a key transaction

■ Standard & Poors
Ms. Heidi Oster
Associate Director Structured Fin Ratings
212-208-1891

■ D u ff & Phelps (the ratings agency)
Mr. Robert Marshall
Duff rated the Cecchi Gori Bonds as well

Insurers & Credit Enhancement
■ CNA Insurance Company
Mr. Doug May
Executive Vice President, Specialty Operations
Doug is CNA’s chief underwriting officer of
entertainment finance situations

■ Aon Group
Mr. Lorey Hoffman
Senior Vice President
312 701-4615
Lorey is Aon’s chief underwriting officer in
entertainment finance situations

Note: Together, Aon and CNA are the world's largest entertainment industry insurers.
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Commercial Banks
■ Banque Paribas
Mr. Doug Hansen
Director
310-551-7354

■ Citibank
Mr. Michael Fradkin
Managing Director
312-701-4615
Michael pioneered the Millenium and Galaxy
transactions for Fox & Universal pictures.

■ Berliner Bank
Mr. Wolfgang R. Hofmann
Director
030-310-92424

■ City National Bank
Mr. Norman Starr
Vice President
310-888-6208

■ Chase Bank
Mr. John Miller
Managing Director
310 788-5611
John is the most important entertainment
lender of the ‘90’s

■ ING Barings
Ms. Loring Guessous
Sr. Vice President M edia & Telecommunications
213-346-3904

Equity Funds
■ Bain Capital
Mr. Paul Pretlow
Principal
617-572-2392

■ Sun America Corporate Finance
Mr. James Hunt
President
310-772-6111

■ Chase Venture Partners
Mr. Arnold Chavkin
M anaging Director
212-270-2687

■ Warburg, Pincus Ventures, Inc.
Mr. Howard Newman
Managing Director
212-878-0600
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Investment Banks
■ Deutche Morgan Grenfell
Ms. Robin Saunders
Director
011 44 171 545-0916

■ Morgan Stanley (U.S.)
Mr. Jeffrey Sine
Managing Director Global Media & Entertainment
212-761-8330

■ Donaldson Lufkin & Jenrette
Mr. Larry Nath
M anaging Director
(Formerly Citibank with Michael Fradkin)
Located in NY - no phone number on hand

■ Warburg Dillon Read
Mr. Aiden Clegg
Director
011 44 171 568-2295

■ M errill Lynch International
Dorian Klein
M anaging Director
011 44 171 867-3608

■ Wood Gundy Inc.
Mr. Daniel J. McCarthy
Director
416-594-7762
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S t e p h e n C. R a th
S e n i o r V ic e P r e s i d e n t '
a n d F in a n c ia l C o n t r o l l e r

January 15, 1999
American Institute of Certified Public Accountants
Attention: Daniel Noll, Technical Manager
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Accounting Standards, File 2550
Dear sirs,
On behalf of Metro-Goldwyn-Mayer Inc. (the “Company”), submitted below are our
comments regarding the Exposure Draft for the Proposed Statement of Position for
“Accounting By Producers and Distributors of Films” issued on October 16, 1998, which
would replace Financial Accounting Standards Board (“FASB”) Statement No. 53,
“Financial Reporting by Producers and Distributors of Motion Picture Films".
Item 1: Accounting treatment for licensing arrangements
Exposure Draft: Licensing arrangements that do not meet the “substantially all” and
exclusivity requirements, but meet all other conditions of revenue recognition, should be
recognized ratably over the licensing period unless another systematic and rational
basis is more representative of the time pattern in which use benefit from the licensed
film is diminished, in which case that basis should be used. “Substantially all” means
that the expected fair value of the film in that market and territory at the end of the
licensing period is less than ten percent of the fair value of the film for that market and
territory at the inception of the arrangement.
Company’s position: Under customary film licensing arrangements, the customer
obtains film product exclusively over the licensing term with no right of return. Other
than delivery of the film materials and collectibility issues, there generally are no other
requirements that would preclude the recognition of revenue and collection of cash. The
Company believes, therefore, that the current practice of recognizing revenue on initial
availability is the proper method of revenue recognition and accurately reflects the
economics of these licensing arrangements.

M E T R O - G O L D W Y N - M A Y E R S T U D IO S
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Additionally, the current practice of revenue recognition on the availability of the film
product is widely understood and consistently applied among filmed entertainment
companies. The new method could cause widespread differences in the recognition of
revenues based on the interpretation allowed of the “systematic and rational basis in
which use benefit from the licensed film is diminished”. These differences could actually
make the comparisons between filmed entertainment companies more difficult than
current practice.
Item 2: Significant changes to a film after its delivery
Exposure Draft: If an arrangement requires an entity to make significant changes to a
film after its delivery, including dubbing in a different language, adding subtitles, or
adding film content, then this would preclude the recognition of revenue. However,
insignificant changes would not preclude revenue recognition.
Company’s position:
The Company agrees in substance with the proposed
accounting rules. However, the Company does not believe that dubbing or subtitle work
is considered “significant" to preclude revenue recognition. The Company believes such
work is insignificant and generally does not impact the economics of these
arrangements or the customer’s inclination to make cash payments.
Additionally, the cost of implementing such a procedure to track such occurrences into
the process of delivery would be very difficult and would require extensive accounting
systems revisions, which from a cost/benefit stand-point would not justify such a
change.
Item 3: Capitalization of accrued participations and residuals
Exposure Draft: The present value of participation costs, which relate to the expected
future cash flows payable pursuant to contractual formulas for financial performance
achieved during the ultimate gross revenue period, should be accrued when their
payment is probable, which is usually determined when the film has been released.
Company’s position: The Company strongly opposes the capitalization of the present
value of participation and residuals into film costs. These costs effectively represent
revenue sharing arrangements that the Company believes should not be carried as an
asset in the balance sheet. The effect of capitalizing such costs would be only to “gross
up” the balance sheet and would have no effect on the profit and loss statement (other
than the accretion of interest on the discounted liability).
The capitalizing of such costs would also distort certain financial ratios for companies
that have classified balance sheets. For example, the Exposure Draft requires that all
film inventory be classified as non-current, but a portion of the corresponding liability
accrued would be classified as current. Additionally, users of the financial statements
would have a more difficult time analyzing film costs carried on the balance sheet and
making comparisons between entertainment companies.

Item 4: Capitalization of release and prerelease exploitation costs with a limited
amortization period
Exposure Draft: Release and prerelease exploitation costs incurred on a territory-by
territory basis in the theatrical market should be capitalized and amortized over the
expected period of exploitation of the film in that theatrical market and territory, not to
exceed three months from the release date. Exploitation costs incurred in connection
with the release of a film in markets other than the theatrical market should be expensed
as incurred.
Company’s position: The Company supports the proposed accounting, other than the
treatment of exploitation costs in markets other than the theatrical market. The
Company believes that the exploitation costs in markets other than the theatrical market
should be deferred until the release of the product in those ancillary markets. At the
time of release in the ancillary market, such costs should be expensed and, thereafter,
expensed as incurred.
For example, in SOP 93-7 the costs of creating an
advertisement for airing on network television can be deferred until the advertisement is
broadcast. The Company believes in similar treatment for exploitation costs in ancillary
markets for filmed entertainment product.
Additionally, the Company does not agree with the inclusion of home video duplication
and packaging costs as “exploitation costs”, as defined on page 37 of the Exposure
Draft. The Company believes that these costs are related to the production of the
product and should be included in inventory on the balance sheet until the release of the
associated product.
Item 5: Disclosure requirements
Exposure Draft: Various, including the classification of film costs as non-current, cash
flows from additions to film costs classified as investing activities, disclosure of
accounting methods, components of film costs, percentage of film costs expected to be
amortized within next three years and the amount of participation costs payable based
on contractual provisions and a film’s actual performance.
Company’s position:
The Company agrees with all disclosure requirements
proposed, with the exception of the disclosure of participation costs payable based on
contractual provisions and a film’s actual performance, on the basis that the
capitalization of the present value of participation costs on an ultimate basis should not
be required {see “Item 3: Capitalization of participation and residual costs”). The
disclosure included in the Exposure Draft would not be necessary under the FAS 53
method of participation accounting.

Item 6: Recognition of impairment in accordance with FASB No. 121, Accounting
for the Impairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed Of
Exposure Draft: If circumstances indicate that the carrying amount of a film may not
be recoverable, then an impairment loss should be measured as the amount by which
the carrying amount of the film exceeds the fair value of the film.
Company’s position: The Company opposes this conclusion under the theory that film
costs are constuctively inventory and not long-lived assets. See “Item 1: Accounting
treatment for licensing arrangements” for further discussion on the merits of this
argument. Therefore, the Company believes that the current method under FASB 53 of
accounting for losses on unrecoverable film costs be maintained.
Item 7: Calculatinq production costs and ultimate gross revenues f o r a television
product
Exposure Draft: In calculating the above, an episodic series is considered to be a
single product, and multiple seasons of a series should be combined and treated as a
single product. Secondary market revenue should be included in ultimate gross
revenues only if the entity can demonstrate that the number of episodes already
produced, plus those for which a firm commitment exists and the entity expects to
deliver, can be licensed successfully in the secondary market.
Company’s position: The Company agrees with the proposed accounting treatment
for episodic television.
Item 8: Accounting treatment for project development costs
Exposure Draft: For properties that have not been set for production within three years
from the time of the first capitalized transaction, it is presumed such properties will be
disposed of and any loss should be recognized as a direct charge to income. The loss
should be measured as the amount by which the carrying amount of the project exceeds
its fair value less cost to sell.
Company’s position: The Company agrees with the proposed accounting treatment
for project development costs.
Item 9: Transition provisions
Exposure Draft: The proposed transition provisions will require entities to record a
cumulative effect adjustment in their profit and loss statements for the aggregate impact
of adopting the provisions in the SOP in conformity with APB Opinion No. 20,
Accounting Changes. Disclosure of pro forma effects of retroactive application is not
required, nor is restatement of any previously issued financial statements. The SOP
would be effective for fiscal years beginning after December 15, 1999. Earlier adoption
is encouraged.

Company’s position: The Company agrees with the transition provisions but does not
anticipate early adoption due to the system revisions necessitated by the changes in the
Exposure Draft. The Company’s preference is that each of the major film studios
implement the SOP at approximately the same time (depending on fiscal years) to
improve the comparability among the investment community.
Other Items For Discussion
Ultimate revenues: The Exposure Draft states that ultimate gross revenues can not
exceed a time period of ten years from the initial release of a film or television series (or,
for series, five years from the last episode delivered). Please refer to the Company’s
position on “Item 1: Accounting treatment for licensing arrangements”. If revenue on
licensing arrangements were required to be recognized over the terms of the contracts,
a limitation of ten years in the ultimates would have the effect of including only a portion
of certain long-term contracts in the ultimates. Additionally, if a contract is extended a
significant portion of the revenues earned over the extension period would be excluded
from the ultimates. Hence, the “systematic” allocation of revenues over the contract
period has a distortion effect in the ultimates. The result is the exclusion of a significant
portion of revenues from the ultimates. The Company agrees with the ten year period
for ultimates under the current FASB 53 method of revenue recognizition for licensing
arrangements(ie, on availability), but not under the revenue recognition provisions
proposed under the Exposure Draft for such licensing arrangements. A ten year
ultimate period under the provisions of the Exposure Draft would also make estimating
the ultimates very complicated and laborius due to the review of individual contracts and
licensing periods necessary to compute such amounts.
Additionally, for purposes of the 90 percent fair value test when determining if a
licensing arrangement is considered a “sale” (see “Item 1”), will companies be allowed to
include only the 10 years of revenues required to be included in the ultimates
computation? Or is this test computed on a “lifetime” basis without regards to the
ultimates computation?
Changes In Estimates: The Exposure Draft requires the revision of estimates,
including ultimates, prospectively from the beginning in the period of change and not
applied from the beginning of the current fiscal year, if different from the period of
change. The Company opposes this change. The Company believes that the full fiscal
year is the most appropriate period to use when measuring estimates, and changes
thereto.
Applicability of EITF 88-18: In the entertainment industry, companies periodically
enter into contracts in which they sell the actual copyright asset to films but retain the
role of distributor for those films. The Company believes that EITF 88-18 would indicate
that since the selling enterprise has continuing involvement in the generation of the cash
flows due to the investor, then the sale of the copyright of the film would be considered a
sale of future revenues and not a sale of assets.

The Company believes that it is appropriate to view these arrangements as two
transactions: (1) the sale of the copyrights to the films, and (2) the distribution of the
films. This is due to the prevalence of transactions in the entertainment industry where
the activities of production and distribution are undertaken by separate parties. The
distributor’s role, including its activities, expenditures and rewards, is consistent with
those of distributors in other distribution arrangements. Therefore, we believe that the
final SOP should indicate that EITF 88-18 does not apply to these types of transactions.
Transactions in Which Ownership of a Film is Shared: We recommend that the final
SOP include guidance on accounting for transactions in which ownership of a film is
shared between two or more enterprises, or in which one of the participants may be a
special purpose entity (“SPE”) rather than another producer of films.

Please call me at 310-449-3735 (or fax 310-449-3052) if you have any questions
regarding the above letter.
Sincerely

Stephen C. Rath
Sr. Vice President and Financial Controller

The

Company

January 18,1999

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 2550
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Noll:
We appreciate the opportunity to provide comments to AcSEC regarding the proposed
statement of position "Accounting by Producers and Distributors of Film s" (referred to
herein as the "Film SOP").
The exposure draft provides a comprehensive model for film accounting, much of
which is consistent with the policies of The Walt Disney Company. However, there are
certain proposed policies that we respectfully ask AcSEC to reconsider. Specifically, we
will comment within this letter on the following:
1.
2.
3.
4.
5.
6.

Deferring revenue recognition for certain "significant changes"
Requirement to discount participation costs
Discount rate used for participation costs
Amortization period for home video exploitation costs
Classification of video duplication and packaging costs as exploitation costs
Prospective accounting for changes in estimate

1. D eferring revenue recognition for certain "significant changes"
Although we agree with the concept that revenue should not be recognized prior to
being earned, we object to the specific items AcSEC has identified as significant
changes. For The Walt Disney Company, the process of dubbing or subtitling a film is
insignificant in terms of cost and effort. We note that the marketplace also regards
these processes as insignificant. The counterparts to our international contracts are
usually required to pay cash upon delivery of the films, regardless of whether the
subtitling or dubbing has occurred. Furthermore, the cost of subtitling and dubbing is
easily estimated, and we have substantial in-house and external resources available to

deal with these finishing touches.
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We believe the significance of changes depends on a studio's capabilities and
experience, as well as external factors. We note that AcSEC considered editing for
television insignificant, while subtitling and dubbing are regarded as significant. We
view these distinctions as somewhat arbitrary. We also believe that AcSEC's mandate
may become outdated due to continued technological changes that will further simplify
the process of dubbing and subtitling. We acknowledge that for some film producers,
subtitling or dubbing might constitute a significant change, especially if they lack
experience in international distribution. Others might have difficulty with the process
of editing for television due to financial difficulties, limited resources, legal conflicts,
etc.
In justifying the Film SOP's criteria for recognizing revenues, AcSEC referred to
paragraph 52 of SOP 81-1 Accounting fo r Performance o f Construction-Type and Certain
Production-Type Contracts, which allows revenues to be recognized under the completed
contract method when a contract is substantially complete and the remaining potential
risks and costs are insignificant in amount. It should be noted that paragraph 52 does
not delineate what risks or costs would be significant, but instead provides guidance on
factors to consider and stresses the need for consistent application of accounting
policies.
Our position is that what is significant for one company may not be significant for
another. We therefore recommend that AcSEC revise paragraph 12 of the Film SOP to
allow each company to determine within its policy and circumstances what constitutes
a significant change, instead of mandating that all studios treat specific procedures,
such as dubbing and subtitling, as significant changes. As in paragraph 52 of SOP 81-1,
AcSEC could provide guidance on factors to consider and emphasize the need for
consistent application of accounting policies.
2. R equirem ent to discount participation costs
We believe the Film SOP's requirement to discount participation costs creates an
unnecessarily complex accounting model that is not justified from a cost / benefit
perspective. We also believe discounting would not capture the economic reality of
participation arrangements, and that analysis of the Film SOP's accounting justification
and other existing accounting guidance supports not discounting these costs.

Disney
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From an administrative perspective, we believe that it would be unduly burdensome to
discount the participation costs for each film due to (i) the complexity of the underlying
participation contracts, which may vary substantially among participants for each film
and may be predicated upon a cash rather than an accrual accounting model, and (ii)
the number and significance of judgments about the impact of changes in release dates,
public acceptance, local regulations, and other factors that affect cash flows that would
be required to be made and continually updated over the life of each film. W e believe
that this effort, and the investment in personnel and systems that it would require,
would not be commensurate with the benefit derived, particularly considering that the
substantial majority of film revenues is generated in the early cycles of a film 's release,
when the effect of discounting would be nominal.
We note that in SOP 97-1 Accounting by Participating Mortgage Loan Borrowers, AcSEC
decided not to require that participating loan borrowers record a liability for a lender's
participation in the operations of a mortgaged property, because the cost of monitoring
and updating the information necessary for recording an accrual would exceed the
accounting benefits. Although in the case of film accounting we already develop
estimates of total expected participation costs, we currently do not determine the timing
of the payments or engage in the continuous updating of such estimates. The Film
SOP's requirement to discount the participation arrangements would result in costs to
monitor and update information in excess of the accounting benefits.
We believe that the theoretical concepts generally used to support interest imputation
are not applicable to film participation arrangements. Participation arrangements are
not negotiated with regard to the time value of money. When participation
arrangements are entered into, both the timing and amount of the payments are highly
speculative, depending on the timing of film production, the release schedule, the
success of a film in each of its markets, promotional efforts by the studio, etc.
We note that the Film SOP's justification for recording participation costs on the balance
sheet is based on SFAS 5, a standard that usually does not involve discounting. We also
note that the accounting rules for both operating leases and long-term construction-type
contracts, which are utilized within the Film SOP as theoretical justification for certain
accounting guidance, do not require discounting.
Accordingly, we believe that participation arrangements should not be discounted.
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3. D iscount rate used for participation costs
We disagree with the Film SOP's proposal that participation costs be discounted using
rates of return on high-quality, fixed-income investments. We believe that if
discounting is required, the discount rate should reflect both the market factors and the
risks associated with the liability, consistent with the authoritative guidance referenced
by the Film SOP for recording losses on impaired film assets (SFAS 121) and
discounting revenues from licensing a film (APB 21). We also believe that the discount
rate should reflect the market factors and risks prevailing when the participation
obligation is created, rather than at the time the obligation can be estimated, consistent
with the guidance of APB 21.
4. A m ortization period for home video exploitation costs
W e believe the logic supporting the recognition of film exploitation costs over the
exploitation period, not to exceed three months, should be applied to home video,
which incurs exploitation costs in a manner and an environment similar to theatrical
exploitation.
In the Film SOP, AcSEC concluded that capitalization of exploitation costs for the film
market was appropriate due to the extensive prerelease and early release marketing
that is essential to the recovery of the film investment. By allowing the initial
capitalization, an entity could avoid incurring significant losses in advance of each film
release. The Film SOP's method recognizes the uniqueness of the film industry and
prevents unreasonable earnings volatility. However, AcSEC limited the capitalization
to a three-month period, as benefits of the promotional effort are too uncertain beyond
the original theatrical market.
As in the theatrical market, we believe that success in the home video market requires a
substantial prerelease and early release promotional effort. Accordingly, we develop
and execute significant and distinct marketing campaigns for home video releases,
incorporating substantial prerelease spending. We therefore believe that home video
exploitation costs should be amortized over the home video exploitation period, not to
exceed three months, consistent with the accounting for theatrical exploitation costs.
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5. C lassification of video duplication and packaging costs as exploitation costs
We regard video duplication and packaging costs as costs of production for specific
physical assets (home video cassettes) that are sold and rented, not as exploitation costs.
W e believe that the costs should be treated similar to inventory costs and be amortized
as cassettes are sold or rented. This approach achieves a better matching of revenues
and expenses.
6, Prospective accounting for changes in estimate
We believe that the Film SOP should not change the existing guidance under SFAS 53
for accounting for changes in estimate, which requires a cumulative catch-up from the
beginning of the year, reflecting the cumulative effect of changes in estimate on a yearto-date basis. Currently, the process of cumulative catch-up within the year favors
conservatism in estimating ultimates. Under the current standard, when a film
performs better then originally expected, earnings in the current fiscal year are not
penalized for the original conservative estimate. Correspondingly, if initial estimates
overstate the film 's potential, the overstatement does not benefit the current fiscal year,
as the cumulative catch-up in subsequent quarters will adjust the overstatement.
However, if upward adjustments to film expectations were treated prospectively, there
would be a disincentive to conservatism.
We note that long-term construction-type contracting uses cumulative catch-up for
changes in estimate, which was chosen by AcSEC for SOP 81-1 based on an
interpretation of APB 20 and industry practice. We believe the basis for that industry
practice was a similar concern regarding the potential disincentive to conservative
estimation.
Although long-term construction-type contracting uses cumulative catch-up since
inception instead of limiting it to the current year, we do not believe this differs
materially from SFAS 53. Most changes in film ultimates occur in the first few months
following a film 's release into the theatrical markets, while long-term construction-type
contracts frequently encounter material changes in estimate throughout the contract life
due to claims, change-orders and other contingencies.
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In closing, we thank you for your consideration of these comments, and would be
happy to discuss them with you or AcSEC should the need arise.
Sincerely yours,

James W. Brusch
Vice President - Corporate Controllership

Disnev

Executive Office
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Sony Corporation
6-7-35, Kitashinagawa
Shinagawa-ku. Tokyo, 141-0001 Japan
Telephone: (03) 5448-2111
Fax: (03) 5448-4325

January 18, 1999

Mr. Daniel Noll
Accounting Standards, File 2550
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, New York 10036-8775

Dear Mr. Noll:
Sony Corporation (Sony) appreciates the opportunity to comment on the Accounting
Standards Executive Committee’s (A cSEC) October 16, 1998 Exposure Draft of its
Proposed Statement of Position, A ccounting by P rod u cers an d D istributors o f F ilm s
(the SOP).
Sony, through its subsidiary Sony Pictures Entertainment (SPE), is a leading producer
and distributor of filmed entertainment products. SP E ’s activities span a vast array of
global operations, including motion picture production and distribution, television
programming and syndication, home video acquisition and distribution, operation of
studio facilities, development of new entertainment products, services and technologies
and distribution of filmed entertainment in 67 countries. SPE produces approximately
20 motion pictures and acquires various distribution rights to another 10-15 motion
pictures annually. SPE has one of the largest motion picture libraries in the industry,
with more than 3,500 motion pictures, including 12 Best Picture Academy Award
winners. SPE is also a leading producer and distributor of television programming.
Domestically, SPE will produce approximately 35 shows and 2,200 episodes of
programming this year. SP E 's domestic television programming library includes over
35,000 television episodes from more than 270 different television series, as well as
more than 49,000 episodes of game show programming. Internationally, SPE will
produce approximately 80 shows and 3,000 episodes of local programming in seven
languages this year.
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We commend A cSEC for its efforts to address accounting and reporting requirements
for producers and distributors of films. Since December 1981, this field has been
governed by Statement of Financial Accounting Standards No. 53 (SFA S 53). SFA S
53 replaced, with minor changes, the 1973 AICPA Industry Accounting Guide,
A ccounting f o r M otion P ictu res Film s, as amended in 1979. SFA S 53 was issued at a
time when film revenues were essentially generated from three markets (domestic
theatrical, international theatrical and domestic television). Today these three markets
represent less than h a lf of a film ’s total revenues; moreover, the period over which a
film generates revenues is significantly longer than it was in 1981. These crucial
changes in the marketplace have made some of the accounting dictated by SFA S 53
less relevant today. Present and potential investors, creditors and other users of
financial reporting need accounting and reporting requirements that are not only
relevant today, but will remain relevant as the industry continues to evolve.
Furthermore, several elements of SFA S 53 are open to broad interpretation, and as a
result, accounting practices vary significantly within the industry. Sony has consistently
followed the accounting dictated by SFA S 53 and, we believe, been prudent and
conservative in developing policies where guidance was either lacking or ambiguous.
However, it has been reported that other companies have been less judicious in
establishing their accounting policies. In certain instances the leeway available in
interpreting film accounting and reporting requirements may have helped obfuscate a
deteriorating business condition. This latitude in interpreting SFA S 53 has also made
comparisons between film companies’ operating results difficult. Developing new
accounting and reporting standards for the film industry is a well-timed and much
needed endeavor.
We have attached our specific comments on the SOP to this letter. In general we
support A cS E C ’s proposals to provide guidance where there was none. Most notably
A cSE C ’s proposal limiting a film ’s ultimate revenue projections to a ten year period,
which is Sony’s existing policy. We also support prohibiting revenue recognition from
license arrangements with third parties for film-related products prior to a film ’s
release, which is also Sony’s policy. We also support many of A cSE C ’s proposals to
change existing generally accepted accounting principles which are currently followed
by Sony. Particularly, we support capitalizing prerelease and early release exploitation
costs incurred in the theatrical market and amortizing these costs over a limited period,
the theatrical market; direct expense of abandoned development projects and
recognizing revenue from television license arrangements ratably over the license
period.
We believe these changes are preferable to current generally accepted
accounting principles.
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We also believe there are certain proposals in the SOP that A cSEC should reconsider
and remove from the final document. Generally these are elements within the SOP that
were late additions and we believe did not go through as deliberate and thorough a
review as the treatment of theatrical exploitation costs. These include grossing up film
costs on the balance sheet for the present value of future participation costs and
designating film costs as Long-Lived Assets, as opposed to inventory. Our objections
to these matters are presented in detail in our attachment.
* * * *
We would be pleased to respond to any questions you might have regarding the
attached comments. Please contact SP E ’s Chief Financial Officer, Ted Howells at
(310) 244-8019.

Very truly yours,

Tamotsu Iba
Executive Deputy President
Sony Corporation
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I. REVENUE RECOGNITION
A. Ratable Recognition o f Revenue Arising From License Arrangements
We support ratable revenue recognition for all licensing arrangements when: (a) the producer’s
revenues are a fee paid in exchange for the right to use an asset for a period o f time (for instance
television or merchandise license arrangements), (b) the term exceeds one year, and (c) all the
conditions o f paragraph 6 o f the SOP have been met. Per Statement o f Financial Accounting
Concepts (SFAC) 5, Recognition and Measurement in Financial Statements o f Business
Enterprises, paragraph 83:
...[revenue] recognition involves consideration o f two factors, (a) being realized
or realizable and (b) being earned, with sometimes one and sometimes the other
being the more important consideration.
SFAS 53 focuses primarily on realization. While availability is the point at which revenues may
be realizable, availability is also a defined period o f time, and the attendant revenues are earned
by granting rights to this time period. Revenue recognition should correspond with the period
over which the revenue is earned.
We do not concur with AcSEC that the model for revenue recognition in SFAS 13, Accounting
fo r Leases, is at all appropriate or useful for the film industry. The lease analogy does not reflect
the economic realities o f the film industry nor result in a preferable accounting treatment o f film
revenues and costs. The decision for the accounting treatment o f a leased asset is a dichotomous
one. The leased asset is either fully transferred out as a sale or it fully remains as the owner’s
asset - hence the importance o f the “ ...transfer substantially all o f the benefits and risks incident
to ow nership...” test. However, the costs of the film asset are discretely transferred out o f the
asset category over the film’s life. Additionally, allowing sales treatment for licensing
arrangements that are considered to “...transfer substantially all o f the benefits and risks incident
to ownership o f the film on an exclusive basis for an individual market and territory...” (SOP
paragraph 7) is impractical to apply and will not support AcSEC’s intention to limit diversity in
practice.
SPE enters into approximately 4,000 license arrangements worldwide each year. License
arrangements may be for a single film or a package that could number up to several hundred
films. Packages will generally have different availability dates for individual films. To expect
each license agreement to be evaluated on a title by title basis is impractical. Assumptions would
be needed for motion picture product and for television product, and these assumptions would
differ, as to the markets and territories in which, generally, “substantively all” benefits are
deemed transferred. These assumptions would then be applied to all titles licensed in that market
and territory. It is likely that the determination o f markets and territories, and the resulting
assumptions, will be subject to a diversity of interpretations. Company A, preferring to
recognize revenues ratably over the license arrangement term, may deem television to be the
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single “market” and international and domestic the only “territories”. Company B, preferring to
recognize revenues upon availability whenever possible, may define the television “markets” as
network, premium cable, basic cable and syndicated, and then define “territory” as the smallest
sales area serviced. This would result in distinctly different treatments o f the same license
arrangement. ,We believe the resulting diversity in practice will undermine AcSEC’s efforts to
enhance the comparability o f film industry operating results, and diminish the value o f the
industry’s financial reporting to external users. Further, this test provides companies that do not
value the potential for second and third cycle sales in a market with immediate revenue
recognition. For example, Company B could enter into a long license period arrangement for a
higher license fee - say, $20 million for a 20 year term in territory X. If Company A believes in
territory X ’s potential market and/or has the sales leverage to effectuate significant second and
third cycle sales, it would enter into a different arrangement - say, $10 million for a five year
term. In this example, Company B would recognize the entire $20 million in revenue in year one
and would recognize no further revenue for that product in that territory for 19 years, while
Company A would recognize $2 million annually for five years. As highlighted in this example,
external users would be unable to “ ...identify [the] relatively efficient and inefficient users o f
resources...” and the financial reporting standard that allowed such reporting would not be
viewed by external users as providing for “ ...evenhanded, neutral or unbiased information”
(SFAC 1, Objectives o f Financial Reporting by Business Enterprises, paragraph 33).
AcSEC should also recognize that companies, particularly those looking to enter the capital
market or experiencing financial difficulties, may be incentivized to enter into longer term
license arrangements solely to maximize current earnings.
Further, any change in the economics of a market or territory could impact the manner in which
revenues are recognized - ratably versus upon availability - and hence the comparability o f
earnings between periods. Currently, the distribution o f television product is evolving towards
fewer exclusive license arrangements. SPE recently licensed two episodic television series in
first run syndication to both syndicated television stations and basic cable for concurrent
broadcast periods. SPE also entered into second cycle syndication arrangements for two other
episodic network television series for concurrent broadcast periods on basic cable and syndicated
television stations.
Additionally, the advent o f High Definition Television (U.S. television
stations are mandated to broadcast in digital by 2006) may create a surge in the value o f U.S.
television broadcast rights. The film industry recently witnessed such a surge in the value of
broadcast rights for Germany when two companies competed to lockup digital broadcast rights
there. The SOP, unlike SFAS 53. should be structured so that it stays relevant when
marketplace dynamics shift. The “substantially all” and “exclusive basis” tests prevent the SOP
from doing so.
Finally, AcSEC should note that most television license arrangements limit the license term to
the lessor of a fixed number o f years or a fixed number of airings for a market. The licensee’s
airings are limited in order to ensure that there is still value to the licensed rights upon reversion
to the distributor for re-licensing in other markets in that territory. Over time a film could be
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licensed to pay television, network television, basic cable and syndicated television all in the
same territory. In each instance the licensee would be limited in the number o f airings it could
broadcast in order to preserve value for the subsequent licensing in the next market. A license
arrangement’s terms in one market directly impact the film’s value in subsequent markets in that
territory. It is ironic that producers who limit the licensee’s airings to preserve value for re
licensing in subsequent markets, will, in many instances, be allowed under the SOP to treat this
license arrangement as a sale under the theory that they have “transferred substantially all o f the
benefits” for that market to the licensee.
B. Another Systematic Basis for Revenue Recognition
While Sony appreciates the concept o f allowing for other systematic and rational bases for
recognizing revenue over the licensing period (SOP paragraph 7), we caution AcSEC that this
will likely create a diversity in practice and negatively impact the comparability o f operating
results. The latitude for interpretation does not represent an improvement from SFAS 53.
Company A may choose to recognize revenues ratably over the license arrangement’s term.
Company B may elect to significantly front-load revenue recognition based upon a rationale that
the initial airing has a significantly higher value to the broadcaster. Company B could argue that
its revenue recognition policy for four-year term license arrangements is to recognize 60% o f the
value in year one, 20% in year two and 10% in each o f the last two years. Companies interested
in limiting the computer systems work necessary to track revenue recognition, may elect to
recognize revenues based upon billings. Still others may choose to allocate revenues to actual
broadcasts, front loading value to early airings.
To further complicate matters, we refer to the earlier example o f Company B electing to
recognize 60% o f the value o f a four-year term license arrangement in year one. If Company B
has appropriate empirical data supporting a significant valuation o f the licensee’s first airing,
and, fully believing the programming will be broadcast in year one, has, appropriately,
recognized 60% o f the value in the current year, what should happen when the broadcaster elects
to defer the initial broadcast until year two? While well-intentioned, AcSEC’s effort at fairness
undermines the desired improvement by allowing a diversity o f practices. As a consequence,
accounting practices will continue to be subject to the criticisms that led AcSEC to address film
accounting in the first place. As such, we believe that all license arrangements where the
licensee pays for access to the film asset for a given period o f time should be recognized ratably
(on a straight line basis) over the license period. The only exception would be when the final
airing allowed is broadcast thereby terminating the license period. In such instances, the
remaining license fee revenue should be recognized at that time.
C. Significant Events Precluding Revenue Recognition
While we concur with AcSEC that license arrangements requiring a producer to make significant
changes to a film after its delivery should preclude revenue recognition (SOP paragraph 12), we
strongly object to defining dubbing in a different language, adding subtitles, or adding film
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content when the additional footage already exists, as significant events. We find it difficult to
deem events that neither impact the contractual payment stream nor the availability date and term
as significant. These insignificant changes do not warrant delaying revenue recognition as
explained below:
Dubbing and Subtitling - Some companies licensing product internationally allow the licensee to
dub or sub-title the licensed product. Others, including SPE, choose to maintain control over the
content licensed and dub or subtitle their product themselves. The cost to dub or subtitle product
is minor in relation to the license fee and is often reimbursable. AcSEC should note that the
determination as to which party, the producer or the licensee, is responsible for dubbing and/or
subtitling, does not have a significant impact on the licensee fee negotiation. Further, the actual
timing o f the dubbing or subtitling generally does not impact the contractual payment stream or
either the commencement or duration o f the license period. A licensee may choose to wait until
after a film is available for broadcast before deciding when to broadcast the film and whether it
requires dubbing or subtitling. This decision may occur after substantially all contractually
required payments have been made. Contractually due payments are rarely deferred and license
periods are rarely extended for dubbing or sub-titling that have not occurred as o f the availability
date. The fact that dubbing and subtitling are minor costs and their timing does not impact either
the payment stream or availability period is evidence that they are insignificant to the earnings
process and should not preclude revenue recognition. The costs for dubbing and subtitling, as
with other insignificant changes expected to be incurred after revenue recognition has begun,
should be accrued and expensed (SOP paragraph 34).
Adding Pre-Existing Film Content - AcSEC already acknowledges that requirements to adjust
for running time are insignificant and thus do not provide sufficient basis for delaying revenue
recognition. AcSEC should note the insertion o f existing footage is one method for adjusting
running time to conform with a licensee’s requirements. This insertion o f additional pre-existing
film content is an insignificant event that should not preclude revenue recognition.
We believe AcSEC intended to address - and AcSEC should clarify this - a more significant
change than adding pre-existing footage to adjust running time - the creation of a new version o f
the film (for example the creation of a “director’s cut”). In this instance a significant amount of
time, and often costs, are spent producing a new version o f an existing product. Only when the
pre-existing content added is significant or needs to be created should revenue recognition be
delayed.
D. Revenue from Licensing Arrangements to Market Film Related Products
We concur with AcSEC that revenue received from third parties to market film related products
before a film ’s release should be deferred until the film’s release date (SOP paragraph 19). It
could be argued that guaranteed license fees, particularly for product in the store or promotional
campaigns in the market prior to the film’s release, should be recognizable upon receipt.
However, regardless of the “guarantee,” if the producer fails to complete and release the film or
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if the release is postponed significantly past the date the product is available in stores or the
promotional campaign has been launched, the licensee would have recourse against the producer.
We do not believe that the reasonable certainty the film will be completed and released on
schedule can override this fact. AcSEC is correct in requiring that these revenues be deferred
until the film ’s release.
E. Discounting
Discounting o f license fees (SOP paragraph 25) is a carryover concept from SFAS 53, paragraph
9. In the SOP, AcSEC has introduced a new concept for recognizing revenue on certain license
arrangements - ratable recognition over the license term. We trust AcSEC does not intend for
film companies to discount license fees recognized ratably, and request AcSEC clarify this in the
SOP.

II. EXPLOITATION COSTS
A. Capitalization o f Theatrical Exploitation Costs with a Limited Amortization Period
We concur with AcSEC’s proposal to capitalize prerelease and early release theatrical
exploitation costs and amortize these costs over the expected period o f theatrical exhibition in
that territory (SOP paragraph 27). We believe this proposal adequately takes into account, and
balances, the business reality o f theatrical/film advertising; the conclusions AcSEC reached in
SOP 93-7, Reporting on Advertising Costs: and AcSEC’s desire to limit diversity in practice.
We concur fully with AcSEC in rejecting expensing advertising when incurred (SOP paragraph
79) or upon the first showing o f the film (SOP paragraph 81). Given the timing, magnitude and
underlying basis for these expenditures, neither approach would be appropriate. Although we do
not agree with all of AcSEC’s reasoning in rejecting capitalization and expense over the first
three markets (SOP paragraph 87), we accept the decision. While we believe we can show a
direct correlation between advertising supporting a film’s theatrical release and that film ’s
subsequent performance in both the pay-television and home video markets, we share AcSEC’s
concern that as the marketplace for a film evolves, the order and the timing o f these markets may
change making this argument less relevant.
B. Exploitation Costs Incurred in the Home Video Market
We believe that home video exploitation costs, given the timing, magnitude and basis o f these
expenditures, should be afforded similar treatment to theatrical exploitation costs. Like theatrical
exploitation costs, the most significant home video exploitation expenditures are generally
incurred on or before the “street date” when the video units are available to rent or purchase.
Additionally, like theatrical exploitation costs, the magnitude o f these expenditures is significant.
The magnitude o f these expenditures has also increased dramatically the past several years and,
in all likelihood, will continue to increase. Whereas the direct to sell-through release o f a
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theatrical film was once the exclusive purview o f children’s/family films, it is now increasingly
common for successful theatrical releases, regardless o f genre, to go direct to sell-through. In the
past two years SPE released “Jerry Maguire,” “Men In Black,” “Air Force One,” “My Best
Friend’s W edding,” “As Good As It Gets,” “Godzilla” and “The Mask o f Zorro,” among others,
direct to sell-through. This trend is expected to continue. Additionally, revenue sharing,
introduced on a large scale only during this past year, has lead to significantly larger advertising
commitments for rental priced releases.
Advertising is a critical component o f a successful video release. As in the theatrical market,
advertising is targeted for a limited, specific period o f time. Industry experience indicates that
rentals or sales (depending on the release strategy), are directly correlated to the awareness o f the
video release created by this advertising. Industry experience also indicates that films which
perform poorly in the first month of video release are highly unlikely to recover by subsequent
advertising expenditures. The film industry is unique in this manner. Unlike traditional
consumer product companies that expend large amounts o f prerelease and early release
advertising to create awareness of, and develop a shelf life for, their product in order to generate
benefits for several years, film companies have a discrete, short, measurable period to exact
benefits from a film ’s video release. Most sell-through home video releases have a relatively
short shelf life. In general, a film is released, given a few months to turn in rentals or sell and
then is replaced on the shelf by another title (unlike traditional consumer product which is
replenished on the shelf). As such, most video buyers, rental chains and mass merchants, require
minimum advertising dollar commitments for a title prior to committing to an initial purchase
order. Additionally, most video sales occur with the first order.
On this basis, we believe all video prerelease and early release exploitation costs should be
capitalized and either: (a) expensed as of the film’s “street date,” or (b) amortized over the
limited period o f the film ’s initial video release in a territory, not to exceed three months from
“street date.” We believe such treatment is consistent with AcSEC’s conclusions in SOP 93-7
and with the guidance the FASB provided in SFAC 5 and SFAC 6, Elements o f Financial
Statements.
C. Definition o f Exploitation Costs
The definition of-exploitation costs (SOP, Glossary) includes “...duplication costs, such as costs
o f prints or cassettes...” It could also be inferred from this definition that packaging costs (video
cassettes, clamshells, sleeves, and such) are to be considered exploitation costs. All “exploitation
costs,” per paragraph 27 o f the SOP, are to be expensed as incurred. We believe this is an
inappropriate treatment for duplication and packaging costs. These costs are inventory in the
traditional sense (as defined in ARB 43, Chapter 4) and, as such, should be capitalized and the
costs matched against the appropriate revenues. AcSEC should modify the SOP Glossary and
SOP paragraph 26 accordingly.
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III. FILM COSTS
A. Treatment o f Film Costs as Long-Lived Assets
One o f the underlying conclusions in the SOP is that films are more like long-lived assets than
inventory. Within this context, impairment would be recognized and measured in accordance
with SFAS 121, Accounting fo r Long-Lived Assets and fo r Long-Lived Assets to Be Disposed Of,
cash flows representing additions to film costs would be reported as cash flows from investing
activities; and film costs would be classified as noncurrent assets in a classified balance sheet.
We do not concur with AcSEC’s underlying conclusion nor do we believe the results in terms o f
the impairment test, cash flow presentation or balance sheet presentation are preferable. The
resulting cash flow and balance sheet presentations are discussed in detail in section V. A.
Required Disclosures and should be read in conjunction with this section.
We firmly believe film costs are more like inventory than long-lived assets. ARB 43, Chapter 4,
paragraph 2 defines inventory as follows:
...The term inventory is used herein to designate the aggregate o f those items o f
tangible personal property which (1) are held for sale in the ordinary course o f
business, (2) are in process o f production for such sale, or (3) are to be currently
consumed in the production of goods or services to be available for sale.
Film costs are goods produced or acquired to be sold in the ordinary course o f business. The fact
that a film has a long trade cycle and is exploited over a period o f time greater than a year should
not change this premise.
The treatment o f the joint costs of other joint and by-products provides the correct framework for
the analysis of film costs. Film inventory can be considered analogous to a distiller’s spirits
inventory. A scotch whiskey distiller produces a batch o f whiskey. A portion is sold in the
current year. The rest is aged in barrels and sold off in increments at the 8-year, 12-year, 18year, and 25-year marks. Joint/by-product accounting is used to cost the portions o f inventory as
they are sold off. A film is also consumed in increments. A portion o f the film is consumed in
the theatrical market, a portion is in the home video market, and another portion in the various
television markets. The fact that a portion of a film may be sold to a television station and then
four years later Sold a second time to that same station, or another station in the same market, is
not dissimilar to the spirits business. A portion of the aforementioned scotch whiskey inventory
is sold to a distributor or store as 8-year scotch whiskey, four years later another portion is sold
to the same distributor or store as 12-year scotch whiskey. The individual-film-forecastcomputation method is the method for allocating the joint costs to the portion o f inventory being
sold in each market and territory.

7

SONY CORPORATION
Comments on Proposed Statement O f Position
Accounting By Producers And Distributors O f Films
A cSEC’s focus on a film ’s life exceeding twelve months without recognizing this period as its
operating cycle has resulted in an awkward attempt to fit a square peg in a round hole. Tobacco,
lumber and, as mentioned above, distillery businesses all have inventories with operating cycles
(as defined in ARB 43, Chapter 3A, paragraph 5) in excess o f one year. The fact that an
operating cycle exceeds twelve months is not relevant to classification as inventory. Why then
does AcSEC deem film costs long-lived assets? AcSEC states in its basis o f conclusion (SOP
paragraph 103) that “...a long-lived asset model is more consistent with the manner in which a
film is exploited than is an inventory model.” We find no logic in this statement and disagree
with it. The long-lived asset model that AcSEC would force upon film costs is SFAS 121.
SFAS 121 was designed to address “productive assets,” not the goods produced by productive
assets to be sold in the ordinary course o f business. The AICPA Issue Paper, Accounting fo r the
Inability to Fully Recover the Carrying Amounts o f Long Lived Assets, AcSEC issued in July
1980 (the Issue Paper) began the process that eventually led to the issuance o f SFAS 121 (SFAS
121, paragraph 38). In its introduction to the Issue Paper, AcSEC highlighted the need for
“ ...specific guidance on accounting for the inability to fully recover the carrying amounts o f long
lived assets” by citing SFAS 19, Financial Accounting and Reporting by Oil and Gas Producing
Companies, paragraph 209 which states:
The question o f whether to write down the carrying amount o f productive assets
to an amount expected to be recoverable through future use o f those assets is
unsettled under present generally accepted accounting principles. This is a .
pervasive issue that the Board has not addressed, [emphasis added]
According to W ebster’s New World Dictionary o f the American Language, second college
edition, the definition o f exploit is: “to make use of; turn into account; utilize productively.” We
cannot understand how AcSEC arrived at the conclusion that film costs are “used,” “turned into
account,” or “utilized productively” in a manner more akin to plant and equipment or other
productive assets as opposed to goods held for sale in the ordinary course o f business nee
inventory.
Indeed, standard accounting texts define long-lived assets as assets used in the operations o f a
business and they define operating assets as assets used in operations rather than held for sale to
customers. Jamie Pratt, in his text, Financial Accounting in an Economic Context, (3rd edition,
South-Western College Publishing, 1997), defines long-lived assets as follows: “...long-lived
assets...are assets used in the operations o f a business and that provide benefits that extend
beyond the current accounting period” (page 424). Thomas E. King, Valdean C. Lembke and
John H. Smith in their text. Financial Accounting: A Decision Making Approach, (John Wiley &
Sons. Inc., 1997) state: “The main assets used in the central activities may be viewed as
operating assets, but are usually labeled fixed assets or property, plant and equipment. The
important characteristics o f these assets are that they are used in operations rather than held for
sale to customers, they are tangible in that they are expected to last beyond a single period or
accounting cycle” (page 356).
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The consequences o f forcing film costs to be accounted for as long-lived assets under SFAS 121
are illogical. SFAS 121 ’s impairment test not only includes revenue streams outside o f the tenyear limit AcSEC imposed on ultimate gross revenues (SOP paragraph 29), but an estimated
residual value. As a result, a film with costs in excess o f its remaining ultimate gross revenues
may not require the recognition o f an impairment loss. This would lead to the undesirable result
o f a film ’s amortization exceeding its revenues on a go forward basis.
Further, the conclusions reached by AcSEC regarding reporting requirements as a result of
characterizing film costs as long-lived assets (see Section V. A. Required Disclosures) also fail to
serve the objectives o f financial reporting. We strongly urge AcSEC to reconsider this
conclusion. We hope AcSEC will agree with us and recognize that film cost are goods produced
or acquired to be sold in the ordinary course o f business and, as such, the inventory model, not
the long-lived asset model, is consistent with the manner in which a film is produced and
exploited.
B. Development Costs
We concur with AcSEC’s conclusion that a property under development which has not been set
for production within three years be assumed to be abandoned (not used) and, as such, have a fair
value o f zero (SOP paragraph 40). We also concur with AcSEC that this provision will minimize
the risk o f reporting capitalized costs that do not have discernible future benefits and enhance
comparability within the industry. We also agree that recognizing any loss associated with an
abandoned development property as a direct charge to income is preferable to current generally
accepted accounting principles which allow such costs to be charged to production overhead.
C. Loss Recognition on Episodic Television Productions
We support AcSEC’s conclusion that, for an episodic television series which does not yet meet
the conditions required to include secondary market revenue in its ultimate gross revenue
projection (SOP paragraph 29(b)), production costs in excess of revenue contracted for that
episode should be expensed as incurred (SOP paragraph 31). The uncertainty o f eventual
syndication in the early years of a series makes it inappropriate for entities to report an asset for
production costs for each episode in excess of revenue contracted for that episode. Conversely,
requiring entities to report the total loss expected for the number o f episodes that are expected to
be delivered under a contract would also be inappropriate. While the terms o f contractual
arrangements between producers and television networks for delivery o f episodic series may be
binding and noncancellable in form, in practice these contracts often are amended or canceled in
the initial years of the series. When a series does not achieve ratings success quickly, it is
generally in both parties’ interest to cancel the series notwithstanding previously established
contractual arrangements. Industry experience indicates this is often the case. Last year SPE had
the series orders for five different first year television series amended or canceled to reduce the
number o f episodes produced. We believe the requirements for a loss contingency accrual
(SFAS 5, Accounting fo r Contingencies, paragraph 8) for episodes contracted for, but not yet
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produced, is not met.
While we support AcSEC’s intention in addressing loss recognition on episodic television
programming, we did note one apparent inconsistency in the SOP as drafted. The penultimate
sentence o f paragraph 29(b) is inconsistent with the prior sentence in the same paragraph. We
trust this is an oversight, and propose the following wording to correct this inconsistency:
Costs in excess o f revenue contracted for plus secondary market revenue estimates
meeting the conditions o f paragraph 29(b) should be expensed as incurred on a
episode-by-episode basis.
D. Limitation on Revenues Included in a Film’s Ultimate Gross Revenue Projections
We endorse AcSEC’s limitation on revenues which may be included in a film’s ultimate gross
revenue projection to revenues which will be recognized within ten years o f a film’s initial
release. This is Sony’s current policy. While admittedly arbitrary, we find the ten year limit
reasonable - the preponderance o f revenues a film is expected to realize are earned during this
time period. Further the imposition o f a limit should promote comparability within the industry.
E. Limitation on Revenues Included in a Television Series’ Ultimate Gross Revenue Projections
We disagree with AcSEC’s limitation on revenues which may be included in a television series’
ultimate gross revenue projection to all revenues that are probable o f being recognized within ten
years from the date of delivery o f the first episode or five years from the date o f delivery o f the
last episode, if later (SOP paragraph 29). This is unduly limiting in the case o f a successful
television series.
We understand AcSEC’s concern about the period o f time for which film costs are carried as an
asset. AcSEC fails to consider that this has been addressed for episodic television series, in part,
by the provisions in SOP paragraph 31. These provisions make it highly unlikely that any costs
for at least the first three seasons of an episodic television series would be carried as an asset for
a period in excess of one year. In general, by the fifth season only a small portion o f film costs
for the current and prior seasons would be carried as an asset. When a television series has been
produced for enough seasons to have a sufficient quantity o f episodes to sell in the lucrative
syndication market - the economic goal in producing all television series - AcSEC would limit
ultimate gross revenue projections to a period one-half as long as permitted for a successful
motion picture. This is counterintuitive and punitive to producers o f television programming.
We recommend that the outside limit be raised from five years to ten years from the date o f
delivery o f the last episode.
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F. Amortization o f Production Costs Based Upon Ultimate Gross Revenues
We concur with AcSEC that production costs and participation costs should be allocated using
the individual-film-forecast-computation method (SOP paragraph 28). However, given the
changes AcSEC proposes elsewhere in the SOP, we no longer believe using gross revenues in
this computation is preferable. AcSEC's decision to expense all exploitation costs in the market
they relate to (either by amortization within the market or expensing as incurred) reduces the
relevancy o f using gross revenues in this calculation.
Currently most exploitation costs are capitalized as film costs and amortized, using ultimate
gross revenues in the individual-film-forecast-computation, over the life o f the film. In the
current model, this is appropriate. In the SOP, with all exploitation costs recognized in the
applicable market, gross revenues are no longer germane for this computation. Net revenues
(revenues net o f exploitation and distribution costs) should be used instead. Charles T.
Homgren, George Foster and Srikant M. Datar in their text, Cost Accounting: A Managerial
Emphasis, (9th edition, Prentice-Hall, Inc.) state that one reason for allocating joint costs is for
“ [i]nventory costing and cost-of-goods-sold computations for external financial statements...”
(page 545). They list “ [t]he estimated net realizable value (NRV) method” as one o f the “...basic
approaches to allocating joint costs...” (page 546). Amortization based upon net revenues
accurately reflects film industry economics. Producers, generally, hope to recoup their print and
theatrical advertising costs from theatrical revenues. Producers look to the contribution from a
market (revenues less exploitation and distribution costs) to recover their production and
participation costs. Using net revenues in the individual-film-forecast-computation method
results in production and participation costs being expensed in the financial statements in a
manner that matches the producer’s recovery of these costs.
This proposal can best be understood by reviewing the examples we have prepared and attached
to this document as Example A - A m ortization o f Production Costs - SFAS 53 v. SOP v. Net
Margin Basis.

IV. CONTRACTUAL OBLIGATIONS
A. Accruing Estimated Future Participations and Residuals as Film Costs
AcSEC proposes in the SOP that the present value of participations and residuals be accrued in
total and included in film costs based on the estimated ultimate gross revenues o f a film. We
agree conceptually that residuals are deferred compensation. We also understand that for certain
participants an argument could be made that their participation is deferred compensation. We
are, however, not certain that the fact that residuals are, and some participations may be deemed,
deferred compensation nee costs, should require an asset be recorded. We also do not believe
that APB Opinion 21, Interest on Receivables and Payables, can be applied as there are no “fixed
or determinable dates” on which payments will occur. Finally, even if this did give rise to an
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asset and APB 21 could be applied, we believe that the amount o f effort necessary to track these
obligations far exceeds any benefit
Residuals are contractual payments made to guilds/guild members (most notably, Screen Actors
Guild, Directors Guild o f America, Writers Guild o f America, American Federation of
Musicians, and American Federation o f Television & Radio Artists) for guild members involved
in the production o f a film based, primarily, upon the film’s performance in the home video
market or broadcast on television.
Participations are payments made to individuals (primarily actors, directors, writers or producers)
based upon individually negotiated contracts specific to each film. These contracts may require
performance subsequent to completing production o f the film. Individuals who can negotiate a
participation in a film ’s revenue stream are able to do so because the producer believes their
involvement is critical to the film’s success. Accordingly, the producer often views their
participation in the marketing of the film critical to the film’s success also. Participations arising
from contracts that also require the individual’s participation in the film’s marketing should not
be viewed as deferred compensation.
While residuals conceptually are deferred compensation and some participations may be deemed
to be so, AcSEC recognizes that it would be inappropriate to accrue and expense these
obligations upon a film ’s release. As such, AcSEC has proposed that these costs be classified as
an asset. We question the relevance of such an “asset” to users o f financial reporting in making
economic decisions. These costs will not be paid out in most cases until several years after a
film ’s release. In the case o f residuals and participations arising from television broadcasts, a
significant amount o f these costs will not be paid out until four to twelve years after the film ’s
release. How meaningful is it to create an asset on a company’s books and a corresponding
liability? In addressing the “characteristics o f assets” in SFAC 6, paragraph 26, the FASB noted:
Assets commonly have other features that help identify them—for example, assets
may be acquired at a cost and they may be tangible, exchangeable, or legally
enforceable. However, those features are not essential characteristics o f assets,
[footnote reference omitted]
We do not believe this “cost” either creates an “asset” or has an “articulated economic benefit”
that warrants recording an asset upon a film 's release. Recording such an “asset” is not useful to
individuals relying on financial reporting for information when making economic decisions - the
underlying concept the FASB looked to in developing SFAC 6 and with it the definition o f an
asset.
Further, the requirements o f SFAS 5 and APB 21 are not met. SFAS 5, paragraph 8, requires
accrual o f a loss contingency when two conditions are met: the future loss is probable, and the
amount o f the future loss can be reasonably estimated. APB 21 is applicable to obligations with
fixed or determinable payment dates (APB 21, paragraph 2). While the obligation may be
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probable, it is not reasonably estimable as the payment dates are neither fixed nor determinable.
While producers can estimate gross revenues with the degree o f accuracy necessary to use the
individual-film-forecast-computation method to allocate costs, and correspondingly the likely
associated gross residual and participation obligations, they can not predict with any reasonable
certainty the timing o f these payments. Residuals for films licensed to television stations only
become an obligation upon airing. While a producer may be able to estimate with reasonable
accuracy the future gross domestic television revenues after a film’s domestic theatrical release,
the producer does not know if this will be achieved with a syndication sale, with a network and
syndication sale or with a basic cable and syndication sale. All three scenarios result in different
timing for the recognition o f a residual’s liability. The producer also cannot estimate when,
within a multiyear syndication contract, the airings will occur. Further, films are often not
syndicated as o f their earliest availability.
We believe the only appropriate method o f accounting for participation costs is to report residual
and participation liabilities at amounts equal to expenses reported under the individual-filmforecast-computation method. Recognizing AcSEC’s concern about the nature o f residuals and
participations, and taking into account the requirements o f SFAS 5 and the guidance provided in
SFAC 6, we propose that companies disclose, for films tracked using the individual-filmforecast-computation method, the estimated future residuals and participations obligation not yet
recorded as an obligation in the footnotes to their financial statements.
B. Participations for Investors
If AcSEC retains the proposed requirement to accrue participations and residuals in total and
include in film costs based upon the estimated ultimate gross revenues - a requirement that we
disagree with - then AcSEC should clarify that this is only applicable to participations paid to
individuals providing services during the production o f the picture. Investors, distributors and
others participating in the benefits and risks o f ownership are also paid “participations” (as the
term is used in the industry). These participations cannot be construed as a form o f deferred
compensation, but instead represent a return on investment. AcSEC should, if it retains this
proposed requirement, clarify that these participation liabilities should be accrued as expenses
utilizing the individual-film-forecast-computation method.

V. DISCLOSURES/TRANSITION PROVISIONS
A. Required Disclosures
AcSEC has proposed several different disclosure requirements in the SOP ( SOP paragraphs 4347). We agree with some of these proposed disclosures and take exception to others, as follows:
SOP paragraph 43 - We concur with AcSEC that: (a) no receivable under an arrangement for any
form o f film distribution, exhibition, or exploitation should be reported in the entity’s balance
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sheet until the time o f revenue recognition under this SOP; and (b) payments received under such
arrangements prior to revenue recognition should be reported as deferred revenue. We disagree
with classifying all film costs as noncurrent. AcSEC proposes this classification based upon the
conclusion that film costs are a long-lived asset (SOP paragraph 105). As discussed in Section
III. A. Treatment o f Film Costs as Long-Lived Assets, we disagree with this conclusion.
We believe a significant portion o f film cost meet the definition o f a “current asset” in ARB 43,
Chapter 3 A, paragraph 4:
For accounting purposes, the term current assets is used to designate cash and
other assets or resources commonly identified as those which are reasonably
expected to be realized in cash or sold or consumed during the normal operating
cycle o f the business.
Clearly, a significant portion o f film costs will be “realized in cash or sold” each year. As a
producer and distributor o f films, our business is distributing (turning into cash) the motion
pictures and television shows we produce. On average, we record approximately 55% o f our
estimated total gross revenues for a motion picture within its first twelve months in release. The
impact for television programming can be even more significant. Over the past 8 years we have
produced 112 seasons o f network television episodic programming. O f these 112 seasons of
programming, 93 were in their third or less year o f production (83%). Under the SOP, 100% of
the estimated ultimate gross revenue for those 93 seasons would likely be realized within the
year that programming was produced. To suggest that these costs be classified as a noncurrent
asset is inappropriate. Our belief that all film costs should not be classified as noncurrent, as
AcSEC proposes, is reinforced by ARB 43, Chapter 3A, paragraph 6 where items which would
be excluded from current assets is discussed:
This concept o f the nature of current assets contemplates the exclusion from that
classification of such resources as: (a) cash and claims to cash which are restricted
as to withdrawal or use for other than current operations, are designated for
expenditure in the acquisition or construction o f noncurrent assets, or are
segregated for the liquidation o f long-term debts; (b) investments in securities
(whether marketable or not) or advances which have been made for the purposes
o f control, affiliation, or other continuing business advantage; (c) receivables
arising from unusual transactions (such as the sale o f capital assets, or loans or
advances to affiliates, officers, or employees) which are not expected to be
collected within twelve months; (d) cash surrender value o f life insurance
policies; (e) land and other natural resources; (f) depreciable assets; and (g) long
term prepayments which are fairly chargeable to the operations o f several years,
or deferred charges such as unamortized debt discount and expense, bonus
payments under a long-term lease, costs of rearrangement o f factory layout or
removal to a new location, and certain types o f research and development costs,
[footnote reference omitted]
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We see nothing here to suggest that film costs should be classified in their entirety as a
noncurrent asset and we hope AcSEC doesn’t consider film costs to be analogous to depreciable
assets.
If a significant portion of film costs should be segregated between current and noncurrent, as we
believe it should be, on what basis then should this segregation occur? ARB 43, Chapter 3A,
paragraph 5 provides guidance:
The ordinary operations o f a business involve a circulation o f capital within the
current asset group....The average time intervening between the acquisition o f
materials or services entering this process and the final cash realization constitutes
an operating cycle. A one-year time period is to be used as a basis for the
segregation of current assets in cases where there are several operating cycles
occurring within a year. However, where the period o f the operating cycle is more
than twelve months, as in, for instance, the tobacco, distillery, and lumber
businesses, the longer period should be used. Where a particular business has no
clearly defined operating cycle, the one-year rule should govern.
There appear to be three alternatives that can be considered: (a) classify all film costs as current,
(b) segregate film costs based upon the concept o f primary and secondary markets, or (c)
segregate film costs based upon sales or cash that will be realized within one year. The first
alternative was industry practice prior to the AICPA Industry Guide, Accounting fo r Motion
Picture Films, (the Industry Guide). We concur with the reasoning expressed in the Industry
Guide for rejecting this approach. The second approach was introduced as a requirement by the
Industry Guide. SFAS 53 kept this approach while acknowledging, in removing the Industry
Guide’s classified balance sheet requirement, that the distinction between primary and secondary
markets had blurred (SFAS 53 paragraph 32). In today’s business environment this distinction
no longer exists. Film companies make the decision to allocate capital resources to produce a
film based upon the sales they expect to occur in all markets. As such, we believe the that the
one-year rule should govern and film costs that are to be sold or realized as cash within one year
should be classified as current assets. The usefulness of classification is addressed in SFAC 5,
paragraph 20:
Classification in financial statements facilitates analysis by grouping items with
essentially similar characteristics and separating items with essentially different
characteristics. Analysis aimed at objectives such as predicting amounts, timing,
and uncertainty o f future cash flows requires financial information segregated into
reasonably homogeneous groups.
For example, components o f financial
statements that consist o f items that have similar characteristics in one or more
respects, such as continuity or recurrence, stability, risk, and reliability, are likely
to have more predictive value than if their characteristics are dissimilar.
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A significant portion of film costs have “similar characteristics” to assets classified into the
“reasonably homogeneous group” o f current assets. “Analysis aimed at...predicting...[the]
tim ing...of future cash flows” are not well served by classifying all film cost as noncurrent.
Classifying all film costs as a noncurrent asset, when a significant percentage o f these costs will
be realized in. sales or cash within one year, runs counter to the “Objectives o f Financial
Reporting” as outlined in SFAC 1. Specifically to the objective o f providing “Information
Useful in Investment and Credit Decisions” as defined in SFAC 1, paragraph 34:
Financial reporting should provide information that is useful to present and
potential investors and creditors and other users in making rational investment,
credit, and similar decisions. The information should be comprehensible to those
who have a reasonable understanding o f business and economic activities and are
willing to study the information with reasonable diligence.
Classifying all film costs as noncurrent is neither useful, reasonable, nor comprehensible to a
user trying to assess future cash flow.
Finally, we have to ask why, if all film costs are to be classified as noncurrent, film companies
would still be allowed to elect between a classified and unclassified balance sheet. As mentioned
above, the sole reason for permitting unclassified balance sheets - one o f the few changes the
FASB made to the Industry Guide, as amended by SOP 79-4, when codifying it as SFAS 53 was the relevance, or lack thereof, o f segregating film costs between current and noncurrent
based upon primary and secondary markets (SFAS 53 paragraph 32). We question the need to
continue allowing an exception in practice for the film industry from the requirement to present a
classified balance sheet.
SOP paragraph 44 - We do not believe that “ [cjash flows representing additions to film costs
should be reported as cash flows from investing activities in the entity’s statement o f cash
flows.” Just as with the classification of all film costs as noncurrent, AcSEC bases this
classification on its belief that film costs are a long-lived asset (SOP paragraph 105.) As
discussed in Section III. A. Treatment of Film Costs as Long-Lived Assets, this is a premise we
take exception with. The classification o f additions to film costs as cash flows from investing
activities is another example of the counter-intuitive consequences of this belief.
SFAS 95, Statement o f Cash Flows, paragraph 15 defines investing activities as follows:
Investing activities include making and collecting loans and acquiring and
disposing o f debt or equity instruments and property, plant, and equipment and
other productive assets, that is, assets held for or used in the production o f goods
or services by the enterprise (other than materials that are part o f the enterprise's
inventory).
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SFAS 95, paragraph 17 provides the following examples o f cash outflows for investing
activities:
Cash outflows for investing activities are:
a) Disbursements for loans made by the enterprise and payments to acquire debt
instruments o f other entities (other than cash equivalents)
b) Payments to acquire equity instruments of other enterprises
c) Payments at the time of purchase or soon before or after purchase to acquire
property, plant, and equipment and other productive assets.
Expenditures to produce a film do not meet the definition o f an investing activity. N or are they
homogeneous with the examples o f investing activities. SFAS 95, paragraph 16 provides
examples o f cash inflows from investing activities:
Cash inflows from investing activities are:
a) Receipts from collections or sales o f loans made by the enterprise and o f other
entities' debt instruments (other than cash equivalents) that were purchased by
the enterprise
b) Receipts from sales o f equity instruments o f other enterprises and from returns
o f investment in those instruments
c) Receipts from sales o f property, plant, and equipment and other productive
assets.
These examples o f investing inflows mirror the investing outflow examples. This isn’t by
coincidence. The FASB stated in its basis for conclusion, SFAS 95, paragraph 84:
The Board decided that grouping cash flows provided by or used in operating,
investing, and financing activities enables significant relationships within and
among the three kinds o f activities to be evaluated. It links cash flows that are
often perceived to be related, such as cash proceeds from borrowing transactions
and cash repayments o f borrowings. Thus, the statement reflects the cash flow
effects o f each of the major activities o f the enterprise. Those relationships and
trends in them provide information useful to investors and creditors....
The FASB believed that classifying “...cash flows that are often perceived to be related, such as
cash proceeds from borrowing transactions and cash repayments o f borrowings” together was
meaningful. The usefulness o f classifying cash flows into meaningful groups was emphasized by
the FASB (SFAS 95, paragraph 81) in their reference to SFAC 5, paragraph 20:
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Classification in financial statements facilitates analysis by grouping items with
essentially similar characteristics and separating items with essentially different
characteristics....
In the SOP, AcSEC has apparently rejected the value o f classifying “...items with essentially
similar characteristics...” in the statement o f cash flows by classifying film outflows as cash
flows from investing activities while film inflows are included in cash flows from operations. In
doing so, AcSEC has diminished the cash flow statement’s value to present and potential
investors, creditors and other users o f financial reporting.
Finally, AcSEC rationalizes its classification o f cash flows representing additions to film costs as
cash flows from investing activities upon its conclusion that films are more similar to long-lived
assets than to inventory (SOP paragraph 105). Ignoring the propriety o f this conclusion - with
which we strongly disagree (see III. A. Treatment o f Film Costs as Long-Lived Assets) - this
conclusion, in and o f itself, does not necessarily lead to classifying film cost additions as
investing activities. This conclusion - a tenuous conclusion at best - assumes that films are
“productive assets,” as opposed to goods held for sale in the ordinary course o f business (or
inventory). In SFAS 95, paragraph 87, the FASB observed that:
...the Board recognizes that the most appropriate classification o f items will not
always be clear. In those circumstances, the appropriate classification generally
should depend on the nature o f the activity that is likely to be the predominate
source o f cash flows for the item. For example, the presumption is that the
acquisition or production of productive assets is an investing activity. However,
productive assets are sometimes acquired or produced to be a direct source o f the
enterprise's revenues, such as assets to be rented to others for a short period and
then sold. In those circumstances, the nature o f those assets may be similar to
inventory in a retailing business. Accordingly, the acquisition or production and
subsequent sale of such assets are appropriately classified as operating activities.
Absent the conclusion that film costs are inventory, the “predominate source o f cash flows” for a
film should dictate that cash outflows for the “acquisition or production” o f a film be classified
as operating activities regardless of its nature.
SOP paragraph 45 - We concur with AcSEC that an entity should disclose its method o f
accounting for revenue, production costs, exploitation costs, and participation costs.
SOP paragraph 46 - We concur with AcSEC’s proposed disclosures regarding the components o f
film costs.
SOP paragraph 47 - We are not quite certain as to what is intended in this paragraph. We
believe, however, that this matter is better addressed by requiring film companies to prepare
classified balance sheets. Total estimated participation costs payable, if material, are already
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broken out on the face o f the balance sheet. The amount o f participation costs payable based on
contractual provisions and its films’ actual performance would then be disclosed as the current
portion o f this obligation.
B. Transition,Provisions
We agree with AcSEC that the advantages o f retroactive application in prior periods would not
outweigh the disadvantages and that, as such, the cumulative effect o f changes in accounting
principle caused by adopting the provisions o f this SOP should be included in the determination
o f net income in conformity with paragraph 20 o f APB Opinion 20, Accounting Changes. We
also agree with AcSEC’s decision not to require disclosure o f pro forma effects o f retroactive
application (APB Opinion 20, paragraph 21).
We believe, however, that requiring implementation effective for financial statements for fiscal
years beginning after December 15, 1999 is unduly burdensome. We do not believe AcSEC took
into account the volume o f transactions, particularly related to the proposed change in accounting
for the recognition o f revenue for television and merchandise license arrangements, that need to
be reviewed; the nature and extent o f systems modifications required; or the severe limit on
resources to address systems modifications (almost all available resources are currently focused
on Year 2000 issues) in setting the effective date. Absent a compelling reason to require
implementation by this early a date, we request that AcSEC defer the effective date by one year
(effective for fiscal years beginning after December 15, 2000). Additionally, to promote
comparability within the industry, we strongly urge AcSEC not to permit early adoption o f the
SOP.

19

SONY CORPORATION
Comments on Proposed Statement O f Position
Accounting By Producers And Distributors O f Films

EXHIBIT A

SONY CORPORATION
Comments on Proposed Statement O f Position
Accounting By Producers And Distributors O f Films
EXHIBIT A. Amortization o f Production Costs - SFAS 53 v. SOP v. Net Margin Basis
The following examples illustrate the different results arising from applying the individualfilm-forecast-computation method under SFAS 53, the SOP, and the net margin basis. We
believe these examples illustrate that amortizing film costs on a net margin basis produces
results that more accurately reflect the overall financial and economic realities o f a film.
E xam ple 1:
Represents a successful film released early in the summer with ultimate gross revenues of
$308.1 million and an ultimate profit o f $25.2 million. This example assumes that all
domestic theatrical, nearly all international theatrical, and approximately 60% o f
worldwide home video revenues are recognized in year one. Approximately 56% o f film
costs are exploitation costs.
SFAS 53 - The result is a constant amortization rate of 92% and a constant gross profit rate
o f 8% over the life of the film.
Net M argin Basis - Exploitation costs are recognized in the same manner as in the SOP.
However, amortization is based on the ratio o f capitalized film costs including residuals
and participation over net margin (ultimate gross revenues less ultimate exploitation costs).
After recognizing exploitation costs and amortization, the film shows a profit o f $8.6
million in year one. Under this approach, the future years’ gross profit range is narrow
compared to the SOP (ranging from 10% to 17%) and much more comparable to the film’s
overall economics.
SOP Basis- All domestic theatrical exploitation, nearly all international theatrical, and
nearly all worldwide home video exploitation costs are expensed in year one, resulting in a
first year loss o f $22.4 million. This loss is inconsistent with the overall economics o f this
profitable film. Moreover, future years’ gross profit percentages fluctuate widely (from
18% to 60%).
Example 2:
Represents the same film as Example 1 released late in the calendar year. Only domestic
theatrical revenues are recognized in year one. Year two revenues include international
theatrical and most worldwide home video revenues.
SFAS 53 - The results here are similar to Example 1 with a constant amortization rate and
gross profit rate of 92% and 8%, respectively, over the life of the film.
Net Margin Basis - A $10.2 million loss, equal to the excess o f exploitation costs over
revenues from the domestic theatrical market, is recognized in year one. The approach is
consistent with the SOP’s intent to expense exploitation costs as incurred or over a
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relatively short period o f time. No amortization o f capitalized film costs is recognized as
there is no contribution from the domestic theatrical market to recover production and
participation costs. Future periods’ gross profit is relatively consistent for the remainder o f
the film ’s 10 year life, ranging from 8% to 28%.
SOP Basis - This method results in a large loss o f $28.9 million in year one and a positive
gross profit in all future years. This methodology greatly distorts the Company’s financial
results compared to investors’ and the public's perception and actual profitability o f the
film. Future years gross profits range from 4% to 60%.
E xam ple 3:
Represents an unsuccessful release with ultimate revenues o f $202.9 and an ultimate loss
o f $2.7 million. This example assumes that all domestic theatrical, nearly all international
theatrical and approximately 60% o f worldwide home video revenues are recognized in
year one. Exploitation costs are slightly less than for a successful film (52%).
SFAS 53 - Based on the theatrical performance, an ultimate loss o f $2.7 million is
projected and a write-down o f film costs to net realizable value in the same amount is
recognized in year one. All future periods have a zero gross profit.
Net M argin Basis - A loss is also calculated under this methodology. A $4.1 million loss
is recognized in year one including all incurred exploitation costs, plus a proportional
amount of capitalized film costs based on the $47.0 million o f net contribution in the year.
A loss in excess o f the ultimate loss on the film is reflected in year one and no contingent
losses are carried over to future periods. Future periods reflect a relatively small gross
profit that is consistent with the overall performance of the film.
SOP Basis- This method results in a loss o f $19.3 million in the first year. Due to the
substantial amortization o f film costs, year 2 and forward reflect volatile gross profits
ranging from 5% to 52%.
Example 4:
Represents the same film assumptions as Example 3 released late in the calendar year.
Only revenues from the domestic theatrical market are recognized in the first year. Year
two includes the majority o f the international theatrical and worldwide home video
revenues.
SFAS 53 - Consistent with Example 3, based on theatrical performance, an ultimate loss of
$2.7 million is projected and a write-down o f film costs to net realizable value in the same
amount is recognized in year one. All future periods have a zero gross profit.
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Net M argin Basis - A loss is also recognized under this method, but only to the extent
that incurred exploitation costs exceed revenues for the period ($3.9 million). No
additional amortization is recognized in year one. Capitalized film costs are amortized
when positive contributions are recognized in later markets, resulting in a relatively stable
gross profitpercentage in future periods.
SOP Basis - A substantial loss, $24.0 million, is recognized in year one. Additionally, a
large portion o f capitalized production and participation costs are amortized. Profits and
profit margins in the later years increase and vary significantly, ranging from 3% to 51%.
E xam ple 5:
Represents a film released in early summer with a significant loss due to poor theatrical
performance. Exploitation costs represent approximately 45% o f total costs due to reduced
expenditures in secondary markets based upon the theatrical results. Ultimate costs exceed
ultimate revenues by $14.2 million. Revenues in year one include domestic and
international theatrical and a significant portion o f worldwide home video. The remaining
home video revenues are principally collected in year two.
SFAS 53 - Consistent with Examples 3 and 4, a net realizable value write down equal to
the excess of ultimate costs over ultimate revenues is recorded in year one ($14.2 million).
Future periods have a zero gross profit.
Net M argin Basis -This is the only one of the three scenarios that results in an impairment
write down. A net loss on the film of $14.2 million is reflected in year one, consistent with
the ultimate loss on the title. Future years have a zero gross profit which is consistent with
the films ultimate performance.
SOP Basis - A $30.2 million loss is recorded in year one based on the film ’s poor
performance and the exploitation costs in the initial markets. Future periods have
profitable results ranging from 13% to 36% which is inconsistent with the overall
economics o f the film.
Example 6:
Represents a film released late in the calendar year with the same ultimate loss as in
Example 5. Ultimate costs exceed ultimate revenues by $14.2 million. Revenues in year
one include only domestic theatrical. Year two includes the majority o f the international
theatrical and worldwide home video revenues.
SFAS 53 - Based on projected ultimate revenues and expenses, a net realizable value
write-down equal to the ultimate loss of $14.2 million is recorded in year one. All
subsequent years have a zero gross profit.
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Net Margin Basis - In contrast to the SOP method, the net margin basis method reflects a
loss in year one o f $14.2 million, equal to the ultimate loss, followed by break-even gross
profit in all future years. The impairment recognized in year one is equal to the amount
needed to reflect a zero gross profit in the future years. This approach is consistent with
the general ■accounting theory that all losses are recognized when probable and estimable.
SO P Basis - A loss o f $23.3 is recognized in year one followed by a $4.3 million loss in
year two. All future years have a positive gross profit. The profit in future years is not
consistent with ultimate performance o f the film or the public’s perception o f the film’s
success.
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SOP BASIS

Gross Profit Percentage

Gross Profit

Impairment Writedown

(51,184)

47,041

Net Revenues

Amortization (Includes Residuals and Participations)

(88,736)

$135,777

-2%

$ (2,742) $

Exploitation Costs

Revenues

[NET MARGIN BASIS

Gross Profit Percentage

Gross Profit

(32,845)

$32,845

FY2

(2,742)______ -_________ -__________-__________-_________ -_________ -__________-__________-

(135,777)

Amortization (Includes Residuals and Participations)

Net Realizable Value Writedown

$135,777

Revenues

SFAS 53 BASIS

FY1

Example 3: Loss Film - Summer Release (All Theatrical and Domestic Home Video)
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#

__ - 1%

$ (2,742)

______ -

(99,200)

(106,461)

$202,919

-1%

$ (2,742)

______ -

(99,200)

96,458

(106,461)

$202,919

-1%

$ (2,742)

(2,742)

(202,919)

$202,919

Total

SONY CORPORATION

|

$

FY 6

|

$

$

$ 14,445

0%

- $

$

1,071

0%

- $

$

1,071

0%

- $

$

1,071

0%

- $

(1,071)

1,071

FY 7

|

$

$

1,071

0%

-

(1,071)

1,071

FY 8

$

$

$

$

1,071

0%

-

(1,071)

1,071

FY 9

$

$

1,072

0%

-

(1,072)

1,072

FY 10

(18,296)

18,502

(14,252)

14,412

(1,059)

1,071

(1,059)

1,071

(1,059)

1,071

(1,059)

1,071

(1,059)

1,071

1%

206

1%

$

rosProfit Pe rc e n tage
G

-58%

3%

3,165 $

33%

7,467 $

51%

7,357 $

51%

548 $

$

51%

547 $

(524)

.

1,071

1%

12 $

.
(524)

1,071

1%

.

$

12 $

(524)

1,071

1%

.

$

12 $

51%

547 $

51%

547 $

$

51%

547 $

(524)

.

1,071

1%

12 $

(524)

1,072

1%

51%

548

-1%

$ (2,742)

(99,200)

(106,461)

$202,919

-1%

$ (2,742)

$(24,016) $

(524)

.

1,071

1%

12 $

Gross Profit

(7,055)

(33)

$

160 $

$ 14,445

$

_____ -_________ _________ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -__________

(11,035)

(4,070)

$ 22,571

$

Impairment Writedown

(57,809)

(57,269)

$118,243

1%

678

______ -

(99,200)

96,458

(106,461)

$202,919

-1%

$ (2,742)

______ -

(202,919)

$202,919

Total

(20,158)

(45,090)

$ 41,232

-9%

$ (3,858) $

12

(1,060)

1,072

(4,070)______ (33)______ -_________ -_________ -_________ -_________ -_________ -

$ 22,571

0%

- $

(1,071)

1,071

($'s in 000's)

_____ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -

(60,296)

60,974

(57,269)

$118,243

0%

- $

(1,071)

1,071

|

Amortization (Includes Residuals and Participations)

Exploitation Costs

Revenues

SOP BASIS

Gross Profit Percentage

Gross Profit

Impairment Writedown

-

(3,858)

Net Revenues

Amortization (Includes Residuals and Participations)

(45,090)

$ 41,232

-7%

$ (2,742) $

Exploitation Costs

Revenues

| net margin basis

Gross Profit Percentage

Gross Profit

(14,445)

$ 14,445

FY 5

(2,742)______ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -

(22,571)

$ 22,571

FY 4

Net Realizable Value Writedown

(118,243)

$118,243

FY3

(41,232)

$ 41,232

FY 2

Amortization (Includes Residuals and Participations)

Revenues

SFAS 53 BASIS

FY 1
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$

$

$

$

$

- $

- $

- $

-

(5,337)

5,337

$

$

-

(839)

839

FY 9

$

$

-

(839)

839

FY 10

$ 18,204

$

9,113

$

1,963

$

896

$

987

$

5,337

$

839

$

839

(16,868)

(54,134)

Amortization (Includes Residuals and Participations)

Gross Profit Percentage

Gross Profit

Impairment Writedown

0%

-

(11,716)

(976)

$ 18,204

$

$

$

(5,865)

.

9,113

0%

-

$

$

(1,264)

.

1,963

0%

-

(1,963)

1,963

$

$

.
(576)

896

0%

-

(896)

896

$

$

.
(635)

987

0%

-

(987)

987

.

$

$

.
(3,435)

5,337

0%

-

(5,337)

5,337

$

$

(540)

.

839

0%

-

(839)

839

$

$

(540)

839

0%

-

(839)

839

-36%

13%

$(30,220) $ 3,409

$

30%

5,511

$

36%

3,248

$

36%

700

$

36%

319

$

36%

352

$

36%

1,902

$

36%

299

$

36%

299

______ -________ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -

(5,931)

(60,193)

Revenues

Exploitation Costs

0%

-

$ 26,208

-17%

$ (14,181) $

$ 84,106

SOP BASIS

Gross Profit Percentage

Gross Profit

(9,113)

9,113

(14,181)_____ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -_________ -

(17,228)

17,228

Impairment Writedown

(20,276)

20,276

(23,914)

23,914

Net Revenues

- $

(987)

987

FY 8

$ (14,181)

(14,181)

(148,492)

$ 148,492

Total

-10%

$ (14,181)

______ -

(95,573)

(67,100)

$ 148,492

-10%

$ (14,181)

(14,181)

(81,392)

81,392

(67,100)

$ 148,492

0%_______ 0%_______ 0%_______ 0%_______ 0%_______ 0%_______ 0%_______ 0%________ -10%

- $

(896)

896

FY 7

(5,931)_____ (976)______ -_________ -_________ -_________ -_________ -_________ -_________ -

$ 26,208

0%

- $

(1,963)

1,963

($'s in 000's)

FY 6

Amortization (Includes Residuals and Participations)

(60,193)

$ 84,106

-17%

$ (14,181) $

Exploitation Costs

Revenues

|NET MARGIN BASIS

Gross Profit Percentage

Gross Profit

(9,113)

9,113

FY 5

(14,181)_____ -_________ -_________ -_________ -_________ -_________ -_________ -_________ 2_________ -

(18,204)

$ 18,204

FY 4

Net Realizable Value Writedown

(26,208)

$ 26,208

FY 3

(84,106)

$ 84, 106

FY 2

Amortization (Includes Residuals and Participations)

Revenues

SFAS 53 BASIS

FY 1

Example 5: Significant Loss Film - Summer Release (All Theatrical and Domestic Home Video)
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$

1,299

$

1,299

$

1,299

FY 9

$

1,301

FY 10

0%

0%

-

$ 17,485

$

(17,485)

$

$

1,300

0%

-

(1,300)

$

$

1,299

0%

-

(1,299)

$

$

1,299

0%

-

(1,299)

$

$

1,299

0%

-

(1,299)

$

$

1,299

0%

-

(1,299)

$

$

1,301

0%

-

(1,301)

(16,426)

16,426

(17,473)

17,473

(1,300)

1,300

(1,299)

1,299

(1,299)

1,299

(1,299)

1,299

(1,299)

1,299

(1,301)

1,301

(2,165)_______ (12)_______ -__________-__________-__________-_________ -__________-

$ 18,591

$

(18,591)

0%

-

0%

-

Gross Profit Percentage

-110%

-5%

24%

4,461

$

36%

6,219 $

$

$

36%

463 $

(836)

.

1,300

0%

-

.
(836)

1,299

0%

-

$

$

.
(836)

1,299

0%

-

.

$

$

(836)

1,299

0%

-

.

$

$

36%

463

$

36%

463 $

36%

463 $

36%

463

(836)

.

1,299

0%

-

$

$

(837)

1,301

0%

-

$

36%

463

-10%

$ (14,181)

(95,573)

(67,100)

$ 148,492

-10%

$(14,181)

$(23,326) $ (4,313) $

$

$

Gross Profit

(11,254)

(12)

$ 17,485

$

______ -_________ -_________ -_________ -_________ Z__________-__________-_________ -_________ -__________-___________ -_ _

(11,965)

(2,165)

$ 18,591

$

Impairment Writedown

(53,663)

(34,026)

$ 83,376

0%

-

(4,530)

(91,045)

81,392

(67,100)

$ 148,492

-10%

(14,181)

(148,492)

(13,674)

(30,897)

$ 21,245

-67%

$(14,181) $

(4,530)______ -_________ Z_________ -__________-_________ -_________ -_________ -_________ -__________-

(49,350)

49,350

(34,026)

$ 83,376

0%

-

(83,376)

$148,492

Total

Amortization (Includes Residuals and Participations)

Exploitation Costs

Revenues

SOP BASIS

Gross Profit Percentage

Gross Profit

Impairment Writedown

-

(9,652)

Net Revenues

Amortization (Includes Residuals and Participations)

(30,897)

$ 21,245

-67%

Exploitation Costs

Revenues

|NET MARGIN BASIS

Gross Profit Percentage

|

1,299

FY 8

$(14,181) $

$

FY 7

Gross Profit

1,300

($'s in 000's)

FY 6

(14,181)______ -_________ -__________-__________ -__________-__________-_________ -_________ -__________-

$

FY 5

Net Realizable Value Writedown

$ 17,485

|

(21,245)

$ 18,591

FY 4

Amortization (Includes Residuals and Participations)

$83,376

FY3

$21,245

j

FY2

Revenues

|SFAS 53 BASIS

FY 1

Example 6: Significant Loss Film - Late Year Release (Domestic Theatrical Only)
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EXHIBIT B

Comments on Proposed Statement O f Position
Accounting By Producers And Distributors O f Films

SONY CORPORATION

See Comment I. C. Significant Events Precluding Revenue
The proposed SOP precludes immediate revenue recognition if
Recognition.
an arrangement may require an entity to make significant
changes to a film after its delivery. However, insignificant
changes would not preclude revenue recognition. Do you agree
with the proposed accounting based on whether the changes
subsequent to delivery are significant and insignificant?
(Reference to paragraphs 12, 57)_____________________________

See Comment IV. A. Accruing Estimated Future Participations
The proposed SOP requires that participations and residuals be
accrued in total and included in film costs based on the estimated and Residuals as Film Costs and Comment IV. B. Participations
for Investors.
ultimate gross revenues o f a film. Do you agree with the
proposed accounting? Why? If not, what alternative method do
you believe is more appropriate and why? (Reference to
paragraphs 26(c), 88-91)____________________________________

(2)

(3)

See Comment I. A. Ratable Recognition o f Revenue Arising
From License Arrangements and Comment I. B. Another
Systematic Basis for Revenue Recognition.

The proposed SOP requires that, if certain conditions are met,
the licensing o f film products be reported as sales if substantially
all of the fair value for a market or territory has been transferred
to the customer on an exclusive basis. Certain fees in license
arrangements, including many television arrangements, would
not qualify for immediate revenue recognition upon the signing
of arrangements. Do you agree with the proposed accounting?
Why? (Reference to paragraphs 7, 50, 51)

(1)

Sony Corporation’s Response

AcSEC’s Question

Comment

AcSEC specifically requested comments on nine issues addressed in the Exposure Draft. This table references AcSEC’s specific question(s) to the
applicable Sony Corporation comment(s):

EXHIBIT B. Table - Comments Specifically Requested by AcSEC on the SOP

Comments on Proposed Statement O f Position
Accounting By Producers And Distributors O f Films

SONY CORPORATION

See Comment II. A. Capitalization o f Theatrical Exploitation
Costs with a Limited Amortization Period.

(7)

(6)

(5)

Do you agree with the proposed SOP’s approach for loss
recognition on episodic television products? Why? AcSEC
considered and rejected requiring immediate loss recognition for
the total loss expected based on the number o f episodes expected
to be delivered. Do you agree with the alternative approach?
Why? (Reference to paragraphs 31, 32, 97-101)_______________

See Comment III. C. Loss Recognition on Episodic Television
Productions.

See Comment III. A. Treatment o f Film Costs as Long-Lived
One o f the underlying conclusions in the proposed SOP is that
Assets
and V. A. Required Disclosures.
films are more like long-lived assets than inventory. Therefore,
impairment would be recognized and measured in accordance
with FASB Statement No. 121, Accounting fo r the Impairment
o f Long-Lived Assets and fo r Long-Lived Assets to Be Disposed
O f cash flows representing additions to film costs would be
reported as cash flows from investing activities, and film costs
would be classified as noncurrent assets in a classified balance
sheet. Do you agree with the underlying conclusion? Why? If
not, how would you recognize impairment and why? (Reference
to paragraphs 38, 39, 43, 44, 103, 105)________________________

See Comment V. A. Required Disclosures.
The proposed SOP requires certain disclosures. Do you agree
that the disclosures are necessary? Why? What disclosures
should not be required? Why? What additional disclosures
should be required? Why? (Reference to paragraphs 43-47, 105,
____________ 106______________________________________________________

The proposed SOP requires capitalization of early release and
prerelease exploitation costs of theatrical products, with a limited
amortization period. Do you agree with the proposed
accounting? Why? If not, what alternative method do you
believe is more appropriate and why? (Reference to paragraphs
____________ 27,69-87) ________________________________________________

(4)

Comments on Proposed Statement O f Position
Accounting By Producers And Distributors O f Films

SONY CORPORATION

Do you agree with the proposed SOP’s requirement that a
property that has not been set for production within three years
from the time of the first capitalized transaction should be
considered disposed of with the related losses charged directly to
income? Why? Do you agree with the rebuttable presumption
that a property to be disposed o f by abandonment has zero fair
value? Why? (Reference to paragraphs 40, 104)

Do you agree with the proposed SOP’s transition provisions?
The proposed transition provisions will require entities to review
all existing contracts to determine if they meet the revenue
recognition requirements, revise ultimate gross revenues, adjust
production costs to remove unamortized exploitation costs for
films that are no longer in the theatrical release phase in a
territory, and adjust production costs to remove the effect of
abandoned projects that were capitalized. Please comment on
the practicability of the cumulative effect approach. If you do
not agree with the transition provisions, what transition method
do you propose and why? (Reference to paragraphs 48, 107)

(8)

(9)

See Comment V. B. Transition Provisions.

See Comment III. B. Development Costs.

Comments on Proposed Statement O f Position
Accounting By Producers And Distributors O f Films

SONY CORPORATION

=UErnst &Yo u n g
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■ 1285 Avenue of the Americas
New York, New York 10019

■ Phone: 212 773 3000

January 18, 1999

Mr. Daniel-Noll
Technical Manager
Accounting Standards
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775

Proposed Statement of Position,
“Accounting By Producers and Distributors of Films”
(File No. 2550)

Dear Mr. Noll:
We are pleased to provide our comments on the above-mentioned proposal. We agree
that there have been substantial changes in the motion picture industry, including the
development o f new distribution channels, that necessitate a change to the guidance in
FASB Statement 53, Financial Reporting by Producers and Distributors o f Motion
Picture Films. However, the proposed SOP goes far beyond the accounting issues that
the industry was facing and the perceived problems that the SOP was expected to deal
with, specifically loss recognition, length o f revenue estimation, and capitalization o f
exploitation costs. While we concur in several respects that the proposed SOP overall
will improve the accounting and reporting relating to motion pictures, we do not agree
with the proposed SOP’s underlying conclusion that films represent long-lived assets. We
believe that Statement 53's “inventory" model used in practice today is still appropriate
and was not a practice issue that needed to be fixed. Specifically, we do not support the
proposed SOP’s revenue recognition requirements relating to licensing arrangements,
particularly as it relates to television syndication rights. Therefore, unless changes to the
final SOP are made that address our concerns discussed below, we cannot support
issuance o f the proposed SOP in its current form.

Our detailed comments follow:

Ernst & Young

lip

is a member of Ernst & Young International, Ltd.

Ernst & Yo u n g llp
Revenue Recognition-License Arrangements
The proposed SOP states that licensing arrangements that transfer substantially all the
benefits and risks o f ownership o f the film (references throughout this letter to film
encompass both film and TV product unless otherwise indicated) on an exclusive basis
for an individual market and territory should be accounted for as sales. Paragraph 7 states
substantially all means the expected fair value o f the film in that market or territory at the
end o f the licensing period is less than 10 percent o f the fair value o f the film for that
market and territory at the inception o f the licensing period (the “ 10% test”). AcSEC
states that it believes that a key concept underlying FASB Statement No. 13, Accounting
fo r Leases, regarding the timing o f revenue recognition when distinguishing between
sales-type leases and operating leases, is useful in the motion picture industry. We
disagree with the SOP’s proposed revenue recognition requirements discussed in
paragraph 7 and the analogy to FASB Statement No. 13 for determining when to
recognize revenue.
The SOP indicates that exclusivity o f an arrangement in a particular market or territory is
an important consideration in AcSEC reaching its conclusion that the model for lease
accounting is appropriate and that it is the inability o f the entity to otherwise sell, license,
or use the film in a particular market and territory during the period o f the license that
makes a film analogous to a leased property. Furthermore, the SOP defines a territory as
a geographic area in which a film is exploited, and, in most cases, a territory consists o f a
country. However, producers and distributors are often able to concurrently license a first
release film or syndicated television series in the same territory and market (e.g.,
theatrical, free TV) to various entities. For example, an episodic television series could
be concurrently licensed to several local TV stations in different regions o f the same
territory. In this regard, a film is analogous to inventory rather than leased property.
We believe films are similar to other forms o f intellectual property, such as software.
Similar to software license arrangements, the transfer o f a film under license
arrangements rather than an outright sale protects producers and distributors o f a film
from unauthorized duplication and use o f their products. Therefore, the distinction
between a sale and a license arrangement should not cause revenue recognition o f film to
differ from revenue recognition on the sale of other kinds o f products.
We believe that the earnings process is completed when arrangements (sale and licensing)
have met the proposed SOP’s revenue recognition requirements in paragraph 6. That is,
when evidence o f an arrangement exists, the film is completed and delivered, gross
revenue is determinable, and collection is reasonably assured. We believe in these
circumstances that an entity has met the basic standard for revenue recognition as set
forth in FASB Statement o f Financial Accounting Concepts No. 5, Recognition and
Measurement in Financial Statements o f Business Enterprises which states ...[revenue]
recognition involves consideration o f two factors, (a) being realized or realizable and (b)
being earned, with sometimes one and sometimes the other being the more important
consideration.
It further states...the two conditions are usually met by the time the

Ernst &Y o u n g llp
product or merchandise is delivered or services are rendered to customers and revenue
from manufacturing and selling activities and gains and losses fro m sales o f other assets
are commonly recognized at time o f sale (usually meaning delivery).
In addition to all the reasons above, this issue was debated as part o f the Statement 53
exposure process. Paragraph 31 o f Statement 53 indicates that the FASB agreed that the
lease model was not appropriate for this industry. We believe the conclusion reached in
Statement 53 should not be changed.
However, if our view is rejected and the proposed SOP is finalized in its current form, the
proposed revenue recognition model for license arrangements will be difficult to
implement. We believe that there will be practical problems in estimating the expected
fair value o f film at the inception o f a license arrangement in a particular market and
territory and estimates o f such fair value will be difficult to audit. The fair value o f a film
is highly subjective— much more so than a tangible asset. If the final SOP includes this
requirement, AcSEC should consider providing guidance for determining expected fair
value.
Additionally, it appears that very few license arrangements would meet the 10% test.
Therefore, requiring companies to perform this test with the expectation that very few
arrangements will meet its requirements is not cost effective. If the 10% test is included
in the final SOP, we recommend that AcSEC provide additional guidance that would
indicate that there is a rebuttable presumption that the test would not be met. Providing
such guidance would allow companies to perform this test only when management
believes that the arrangement will overcome this presumption, thereby limiting the cost
and effort necessary to determine the expected fair value o f a film at the end o f its life for
all such license arrangements.
Revenue Recognition-Delivery
We agree with the proposed SOP’s requirement to delay revenue recognition if
significant changes to the film are required after its delivery. We agree that insignificant
changes should not preclude revenue recognition for the same reasons included in the
proposal.
Exploitation Costs
We recognize that the proposed SOP’s treatment o f exploitation costs does not go as far
as the requirements under Statement o f Position 93-7, Reporting on Advertising Cost,
however, the proposed SOP is a significant improvement from the requirements under
Statement 53 as it will significantly limit the time period companies will be permitted to
capitalize such costs. While some may believe expensing advertising costs as incurred
might be appropriate under SOP 93-7, others point out that the substantial investment in
exploitation costs made by the motion picture industry is effective in generating future
revenues in markets subsequent to a film’s initial theatrical release. Accordingly, we

Ernst & Yo u n g llp
believe the proposed SOP’s compromise approach is reasonable considering the nature of
the exploitation effort for this industry and, therefore, we concur with AcSEC’s
conclusion for permitting the capitalization and amortization o f exploitation costs over a
limited period.

Statement o f Cash Flows
Paragraph 44 o f the proposed SOP requires companies to report cash flows representing
additions to film costs as cash flows used in investing activities. In our opinion, requiring
companies to classify cash flows used in developing films as an investing activity does
not accurately report how cash is used in a company’s operations— expenditures for film
costs are the core o f the entity’s business. Like other companies that develop or produce
products for sale, we believe cash flows used to develop or acquire films that are licensed
or sold should be reported as cash flows from operating activities.

Participation Costs
The proposed SOP would require that the present value o f participation costs and
residuals be accrued when their payment is probable, which would usually be determined
when the film has been released. We believe, in many cases, making these estimates will
be very difficult in practice. Consideration should be given to whether changing from
current practice meets a cost benefit test, particularly since the impact is principally on
the balance sheet.

Changes in Estimates
We believe that the current model for recognizing changes in estimates has worked well
in the industry and do not see a need to change current practice. We note that there is no
specific guidance that addresses the method of accounting for a change in estimate during
an interim period for other industries and further we believe the method prescribed in
Statement 53 is more conservative as it relates to quarterly reporting and has not given
rise to practice problems.
* * * * * * *
We appreciate "the opportunity to present our views on the proposal and would be pleased
to discuss our letter with AcSEC or the AICPA staff at your convenience.

Very truly yours,

P.O. Box 900
Beverly Hills, California 90213-0900
Phone 310 369 1005 • Fax 310 369 3743

FO X F IL M E D

E N T E R T A IN M E N T

A UNIT OP NEWS CORPORATION

January 15, 1999

S im o n Bax
Senior Vice President
C hief Financial Officer

Mr. Daniel Noll
Technical Manager, Accounting Standards
File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Mr. Noll:
We appreciate the opportunity to comment on the October 16, 1998 Exposure Draft o f the
Proposed Statement o f Position titled “Accounting by Producers and Distributors o f
Films”.
Fox Filmed Entertainment is a division o f Fox Entertainment Group, Inc. (majority
owned by The News Corporation Limited), which also includes our affiliates Twentieth
Century Fox Television and Twentieth Television. We are one o f the “major studios”, in
the film business since 1915 and with distribution rights to over 2,500 feature films and
many television series. Filmed entertainment segment revenues for our most recent fiscal
year were $3.9 billion.
We agree there have been changes in the film industry since Statement No. 53 was
issued. However, we do not believe the scope o f those changes justifies a wholesale
rewriting o f film standards for the industry.
We are concerned about the replacement o f existing standards which still make sense, are
being consistently applied across the industry, and are well understood by both analysts
and management. There appears to be an eagerness to apply general GAAP theory to this
industry even in some cases where it doesn’t fit the underlying practical business and
economic realities. In particular, our greatest concern is in the two major areas which
came up very late in the years-long process o f drafting this proposed SOP (television
revenue recognition and a balance sheet gross-up for participations and residuals), and in
the change away from capitalization of exploitation costs which benefit future periods.
The foreword to the draft SOP identifies four of the criteria applied to proposed
statements. We believe the current proposal fails most o f those criteria. It will result in
greater diversity o f application, the need (as opposed to merely a request by analysts) for
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the proposal has not been demonstrated, and there is no showing that the hypothetical
benefits o f the proposal will exceed the very real practical business costs o f applying it.
When the effort to update FAS 53 started six years ago, the key goal was to “narrow the
goalposts” to improve comparability between companies and reduce the possibilities for
abuse. We are particularly concerned that significant elements o f the proposed standard
would result in less consistency between companies, while providing more opportunities
for earnings manipulation, yet at the same time leave financial statements no better
understood by analysts.
At the start o f the process to improve FAS 53, improving consistency o f application was
one o f the primary reasons for starting the project, in order to make the financial
statements o f different distributors more comparable. Concern for “variations in the
application o f ’ FAS 53 are listed as one o f only three reasons a replacement for FAS 53
is being considered (Exposure Draft, par. 2). It would be both troubling and ironic i f a
major result o f the SOP is a wider divergence in practice.
Our more detailed comments are attached.
Sincerely,

Simon Bax
Enc.
cc (with enc.):
Financial Accounting Standards Board

1) [TVl revenue recognition; Par. 7, 50, 51
We do not agree with the proposed accounting, which requires that revenue be deferred
past the availability date if “the expected fair value o f the film in that market and territory
at the end o f the licensing period is [greater] than 10 percent o f the fair value o f the film
for that market and territory at inception of the licensing arrangement.”
a) The earnings process is complete.
The earnings process is complete when the distributor has made the film available to be
used by the licensee (assuming the other revenue recognition requirements in par. 6 have
also been met).
The example most often used by the proponents o f this application o f “lease accounting”
to television licenses is that a TV license of a film is similar to the exclusive lease o f part
o f a floor (market and territory) o f a building (film) for a specified time (license period).
This analogy relies on the “exclusive” feature. In practice, however, technological
change has made true exclusivity nonexistent. A broadcaster who obtains an “exclusive”
television license for a film can nevertheless face competition, in his territory, for the
same film, from the rental o f a videocassette or DVD, purchase o f a videocassette or
DVD from a store, direct mail purchase o f a videocassette or DVD (e.g. Columbia
House), theatrical re-release, hotel pay-per-view, and certain satellite transmissions.
Future technologies (e.g. the internet) are sure to expand the exceptions to “exclusivity” .
FAS 13 specifically (par. 1) does not apply to licensing agreements for motion picture
films. We note that FAS 13 was issued while only an Industry Audit Guide was in force
for the film industry (i.e. well before FAS 53), and the drafters o f FAS 13 could have
extended it to cover films if there had been a good fit with that standard.
Television licenses of a film are not like leasing part of a floor in a building. There are no
obligations to provide building services, maintain common space, etc. TV licenses
provide a television exhibitor exclusivity against only a limited group o f competitors, not
all o f them.
It is perplexing to us that in developing this draft SOP, AcSEC has emphasized
similarities to software revenue recognition (now issued as SOP 97-2) for several years,
yet has chosen to ignore similarities to Par. 8 o f that standard for revenue recognition.
Indeed, to someone with experience in the entertainment industry, it would appear that
Par. 8 o f SOP 97-2 is directly based on Par. 6-7 o f FAS 53 and merely adapted for the
software industry. And now AcSEC wants to move television licensing revenue
recognition (but not software revenue recognition) to a completely different model. We
do not see any commentary justifying (or even acknowledging) this discrepancy. As
between the two, we believe the model in the new proposed film standard is seriously
flawed.

b) Inconsistency between distributors.
Although there are several requirements for the recognition o f revenue for television
licenses, in practice the most important one is “availability”. FAS 53 requires that
revenue be recognized when “the film is available for its first showing or telecast.” This
concept is widely understood, and consistently applied across the industry. It has become
clear from conversations within the industry that, while widely understood, the proposed
standard’s.application will differ significantly from company to company. The
inconsistency due to the estimation required for the 90% test (including the selection o f
discount rates, the definition o f market, and the definition o f territory) should not be
underestimated. It is our belief that there will be substantial variability between
companies in the application o f this standard to similar transactions.
c) Inconsistency between distributors and broadcasters.
A television license is currently recorded as a sale by the distributor, and as a purchase o f
rights by the broadcaster. FAS 63 {Financial Reporting by Broadcasters}, in fact,
includes the desirability o f this symmetry as part o f its Basis For Conclusions. FAS 13
{Accounting fo r Leases'), which although by its terms does not apply to films, also cites
consistency o f accounting as between lessor and lessee as being important in its Basis For
Conclusions (par. 60-62).
Here again, the proposed accounting would lessen, not improve, consistency.
d) Cost o f change.
Changing the revenue recognition standard away from availability will result in
significant costs. There are many companies distributing into the television market, not
just the “major studios”. Based on our research, we believe there will be a significant
cost to develop new systems (or make major modifications to existing systems) to allow
for. a completely different method o f revenue recognition.
We understand that analysts would prefer a cash basis o f accounting, as it makes their job
in forecasting future cash flows easier. However, the current proposal does not give the
analysts cash accounting, since the timing o f cash payments usually differs significantly
from the license period. Indeed, the proposal will add further complexity for analysts
given the expected increasing inconsistency between companies. The transition period
will also see revenue for many licenses recognized twice (at availability under FAS 53
accounting, then again over the post-implementation portion o f the license agreement).
We do not believe that anyone has demonstrated that the real cost o f this proposed change
will be exceeded by its hypothetical benefits.

2) Revenue recognition impact of significant vs. insignificant changes to a film; Par. 12,

57
We agree that insignificant changes should not delay revenue recognition. However, we
do not agree that dubbing or subtitling are “significant changes”. These are minor
modifications made to an existing, completed film, and our experience is that all o f these

costs put together are less than 2% o f production costs. We could not come up with any
examples where a failure to make changes to a licensed film has resulted in revenue
reversals. Further, the administrative costs o f this proposal seem out o f all proportion to
the potential benefit.

3) Participations and residuals balance sheet gross-up; Par, 26(c), 88-91
We do not agree with the proposed accounting, which requires a balance sheet gross-up
o f capitalized film costs and liabilities on the release o f a film.
We understand the theoretical basis for the proposal. However we believe it would result
in only a partial recognition o f liabilities, have minimal impact on the P&L, distort the
balance sheet, and make financial statements less understandable to analysts. It seems a
bad bargain to accept all these negatives in the pursuit o f an “ivory tower” purity o f
accounting theory.
a) Different kinds o f participations.
The draft SOP does not differentiate between participations due to creative talent (e.g.
actors, writers) who worked on the production o f a film, those due to a production
company (or other distributor or financier) from whom distribution rights have been
acquired, and those due to another party in a distribution deal in which the distributor
bears little risk and merely receives a distribution fee. We do not believe the proposed
standard recognizes these distinctions, and we believe the proposed standard clearly
should not apply in the latter cases.
b) Partial recognition o f liabilities.
The draft SOP requires accrual o f participation costs “for financial performance achieved
during the ultimate gross revenue period”. This explicitly provides that participations for
non-amortized films (for example, films more than 10 years old) should be treated
differently than participations for amortized films, but provides no justification for the
difference in treatment. The 10 year standard itself was arbitrary, and was developed
solely in the context of amortization of production and releasing costs (and without any
thought o f its impact on this later idea o f a participations gross-up). If a balance sheet
gross-up was required for our entire library of films, several times the number o f films
currently amortized would now have to be tracked and analyzed.
c) Distortion of working capital.
Under the proposed SOP, all o f the “new asset” will be classified as noncurrent, while
much o f the “new liability” will be classified as current. This will distort working capital
ratios, while not improving the information provided by the financial statements.

d) No identified benefits.
The benefits o f proposed changes are supposed to exceed the costs o f applying them.
However, we have heard from no one who believes that they will benefit from the change
(other than some in industry, who would like having application o f APB 21 discounting

move part o f their operating costs into interest expense). It is our understanding that
outside analysts believe this change will reduce their ability to analyze companies’
financial statements. Why make a change?

4) Capitalization o f early release and prerelease exploitation costs o f theatrical products;
Par. 27, 69-87
We agree that prerelease and early release exploitation costs should be capitalized.
We believe that the current standard (FAS 53, Par. 15) is the most appropriate. This
specifies that “(exploitation costs) that clearly benefit future periods shall be capitalized
as film cost inventory and amortized” under the individual-film-forecast method. We
believe this method:
•

•
•

•

does not result in counterintuitive results, and misleading period reporting (e.g. the
anomaly o f significant losses recorded in the initial quarter o f a very profitable film’s
release),
more fairly matches revenues and expenses,
more closely aligns with the investment decisions being made by management (i.e.
production and theatrical releasing costs are incurred to “launch” a feature film into
the video and television markets, with the video and television revenues correlating
closely with the results o f the theatrical release), and
is an accounting model which more closely aligns with management’s view o f the
results o f operations, and the results o f the operating decisions made (i.e. this is how
internal management reports measure performance).

Decisions on how much to spend on a film’s theatrical marketing and distribution costs
are made explicitly considering the impact of those decisions on revenues to be generated
later from the home video and television markets for that film. The current accounting
model recognizes this reality; the proposed standard does not.
Pictures which show an ultimate loss already take a writeoff on release, so that
capitalized releasing costs which are not “recoverable” are already written off. As a
result, remaining film cost assets on the balance sheet are good assets, which generate
future economic benefits. It is important to note then that the impact o f the proposed
change only affects films showing an ultimate gross profit, which we estimate at only
about one-third of all films for the industry.
We are also concerned that imposition of new standards which are perceived to be unfair
will be sufficient reason for some companies to believe it worth their while to get around
the new standards through creative financing structures (such as portfolio insurance
products already on the market), thereby reducing comparability across the industry.

We also object to the proposed treatment of expense recognition o f participations and
residuals now that releasing cost expense recognition is accelerated. Residuals for feature
films, for example, are only payable as a percentage o f home video and television
revenues. Participations typically do not start becoming payable until revenues for a film
exceed a specified amount, or production and releasing costs plus a distribution fee.
While we agree with including participation and residual costs with all other costs under
the “constant gross margin” approach (thereby accelerating recognition o f some o f these
costs to a point earlier than they become contractually due), if the SOP disaggregates the
different types of film costs, then we believe participations and residuals should be
separated from both production and releasing costs, and be accrued only as the relevant
revenues (which directly result in payments becoming due) are recognized.

5) Disclosures; Par. 43-47, 105, 106
We agree with the proposed presentation and disclosure provisions, with two exceptions.
a) Current vs. noncurrent film costs (Par. 43).
As an asset with rapidly decreasing value (due to the typical timing o f cash flows), we do
not believe that all capitalized film costs should be classified as noncurrent. In reviewing
the timing o f revenue recognition for films released in a recent year, we noted that on
average 72% o f “ultimate” revenues were recognized in the first twelve months o f release
(with 52% o f the remaining ultimate revenues over the following twelve months). This
does not at all correspond to the pattern of a “typical” long-lived asset. We discuss this at
greater length in our response to the sixth issue.
b) Participations payable (Par. 47).
First, this sentence is poorly drafted. It is not clear to us (or to many others in industry to
whom we have spoken) how the calculation specified in the second half o f the sentence is
to be made.
Assuming it requires the calculation of participations which would be payable if the
relevant calculations within the various contractual and guild agreements for released
films were applied to revenues and costs recognized in the financial statements as o f each
balance sheet date, we believe companies are being asked to take on an enormous burden
with questionable benefits. A significant number o f people are already required to
compute the amounts periodically payable contractually for participations and residuals
on a cash basis, due to the many variations in contractual terms between films (and
between participants within a film). We believe AcSEC has significantly underestimated
the cost o f implementing this proposal.
Second, we do not believe that participation costs payable should have a separate,

specific disclosure requirement. We understand this requirement may be an attempt to
give analysts a tool allowing them to “undo” the participations balance sheet gross-up
proposed in Par. 26(c). However, we believe the better answer is to change Par. 26(c) to
eliminate the gross-up (as discussed at greater length in our response to the third issue).

Additional disclosure requirements should not be used as a crutch to allow
incomprehensible accounting.

6. Long-lived assets vs. inventory; Par. 38. 3 9 .4 3 .4 4 ,1 0 3 ,1 0 5
We do not agree with the conclusion that films are more like long-lived assets than
inventory. •
Films are rapidly depreciating assets. For features, we looked at a recent year’s releases
which showed that 75% o f discounted lifetime revenues were recognized in the first 12
months o f release, with 57% o f the remaining discounted lifetime revenues over the
following 12 months (or a cumulative 89% within the first 24 months o f release). For the
overwhelming majority o f prime time series, substantially all “ultimate” revenues for an
episode are recognized within the first two years o f release. (The exception would be
highly successful series in which enough episodes are produced to allow for a major offnetwork syndication or a basic cable sale, but these are less than a quarter o f all series
produced.)
The graph below shows the percentage o f remaining life-of-film revenue remaining for
the feature film slate mentioned above. Note the revenue is discounted back to the
release date at an 8% annual rate.

100.0%

note: actual drop-off in the first two years is steeper than appears in the graph, as the first two years are
shown in six-month increments, after which the scale increases to annual increments until the 2 5 ^ year

We believe the current accounting model for long-lived assets is appropriate for assets in
which the majority o f the benefit is received after the initial year or two o f use. We
believe that model was not developed with assets like capitalized film costs in mind (or
perhaps that the long-lived asset model’s development specifically excluded
consideration o f assets like capitalized film costs, which already had specific accounting
standards which dealt with the underlying economics of those assets). While the longlived assets model may be appropriate for purchased film libraries (because libraries of
older released films typically have more gradually declining cash flows than recently
released films), it is not appropriate for rapidly depreciating films initially released by the
distributor.

If the current AcSEC position prevails, however, we also do not understand why a
standard which is fundamentally based on a premise that film costs are long-lived assets,
would at the same time artificially require that costs be written off over 10 years (when
films have copyright protection for 95 years). We would like to make it quite clear that
we are in favor o f the 10-year requirement in the context o f making improvements to the
FAS 53 model, as distinct from the current wholesale rewriting o f film accounting
standards. If AcSEC continues to believe that film costs be treated like long-lived assets,
then we see little justification for artificially limiting amortization periods for this one
particular industry and not others.
We do not at all object to taking a writeoff for released films whose projections o f
ultimate revenues and costs show a net loss. However, we do not believe there will be a
significant difference in the size o f a calculated writeoff between the current “net
realizable value” approach and the FAS 121 approach. Although the FAS 121 approach
introduces the concept o f discounting future cash flows, which would increase the size o f
a loss, it also would include future cash receipts beyond the “ultimates” amortization
period (e.g. beyond 10 years from release), which would decrease the size o f the
calculated loss.

7. Loss recognition on television series; Par. 38, 3 9 ,4 3 ,4 4 ,1 0 3 , 105
We agree with the draft SOP’s approach, though with some reservations.
We believe, based on the underlying practice o f doing business in the episodic television
business, that it would be most appropriate to recognize any “ultimate losses” when a
completed episode is delivered to a network (or similar “broadcaster”).
To be clear, we definitely do not agree with those who suggest a loss should be taken as
soon as a network places an order, due to the practice within the industry o f cutting back
the number o f episodes ordered, not producing all episodes in a production order, or even
canceling an entire order.

8. Story writeoffs; Par. 40, 104
No comment.-

9. Transition provisions; Par. 48, 107
We agree that the cumulative effect approach is practical.
However we believe the proposed effective date is too soon, given the substantial amount
o f systems work which may be required (in particular if television license revenue
recognition changes away from the availability date), given a realistic assessment o f

when a final SOP would be issued, and given the reality o f constraints imposed by the
“Year 2000” issue.
Assuming a final SOP is adopted in the second half o f 1999, computer systems resources
can start in-depth systems requirements in the second quarter o f 2000 (post-Y2K), work
could actually start on replacing our television licensing systems at the end o f 2000, and
the project, would take about a year to complete. As a result, we do not project being able
to systematically account for television license revenue (on other than an availability or
cash basis) until the beginning o f 2002. We would also have to revise the system which
amortizes film costs, which realistically would not be completed until the second half o f
2000. You must keep in mind that our amortization o f costs and accrual o f participations
requires film-by-film revenue accounting, all o f which is part o f a large, integrated set of
systems.

10. Other matters (for which comments were not specifically requested)
a) TV revenue recognition - “another systematic and rational basis”; Par. 7.
Although we disagree with the underlying proposal, if certain television license fees will
be recognized over the license period, then we agree with the language which allows
revenue to be recognized on a “systematic and rational basis . . . more representative o f
the time pattern in which use benefit from the licensed film is diminished”. Many license
agreements extend for more than one year, and it is generally clear (based on our
negotiations with licensees with respect to the interaction o f key deal points like license
fees, length o f license, number o f runs, and payment terms) that runs in the early part o f a
license period have more value to a licensee than runs in the later part.
b) Consumer product exploitation costs - clarification of timing; Par. 27.
Besides the intangible intellectual property rights in films, there are also cases where
there is a tangible element o f inventory which is intended to be sold (as opposed to
licensed). The most significant current example is the inventory o f videocassettes which
have been prerecorded with a film. We believe the intent o f the existing language is that
this type o f exploitation cost is not “incurred” within the context o f Par. 27 (and so should
not be expensed) until the product (e.g. a videocassette) is taken out o f a warehouse’s
inventory and shipped to a customer, and the related revenue is recorded . This would be
similar to normal inventory accounting in other industries.
We understand, however, that others have read that paragraph to require that a
videocassette be expensed as soon as it is manufactured. We request that Par. 27 be
changed to clarify that videocassettes (and similar products) should not be expensed until
they are shipped to a customer.

c) Ultimate changes - beginning of quarter vs. beginning of year; Par. 28.
We do not agree with the proposed change to FAS 53. Our objection is on practical
grounds. The current standard (FAS 53, Par. 12) incorporates the effect o f changes in
ultimates “from the beginning o f the current year”; the draft SOP proposes changing that

to “the beginning o f the period [quarter]”. We know you understand that this will only
encourage management in some companies to make their estimates more optimistic, due
to the disproportionate impact o f ultimates getting worse (immediate loss recognition) as
compared to cases where ultimates improve (the partial reversal o f a loss must be taken in
over remaining ultimate revenue, not immediately). This goes directly against one o f the
three reasons for even considering changing FAS 53 (business failures which were not
expected, based on previously reported financial statements), and we believe provides too
strong an incentive for some executives to provide overly optimistic estimates o f future
revenues. We believe the proposed change works against our own goal o f financial
statements across the entire industry which are both realistically stated and consistent
with other companies.
d) Production overhead; Par. 35.
We request that the language be clarified by changing the words “related to” to “o f ’ in
the last sentence. The sentence currently reads: “Production overhead should not include
costs related to [emphasis added] properties that will not be used in the production o f a
film, as discussed in paragraph 40, or overall deals, as discussed in the following
paragraphs.”
We understand that some have interpreted “related to” to mean that the “costs o f
individuals or departments with significant responsibility for the development, production
or acquisition o f films” contradicts the accounting prescribed in paragraphs 36-37 and 40
(with the later paragraphs controlling). They believe the costs o f “individuals or
departments”, which relate to the development o f projects or term deals which have been
written off, must in turn also be written off. We believe AcSEC’s intent (with which we
agree) was that the costs o f individuals or departments related to the development o f films
(as opposed to third-party costs o f stories and term deals) should all be capitalized, and
then be allocated to the films which are actually produced.
e) Loss recognition prior to release; Par. 38-39.
We do not agree that Par. 38(f) and the second half o f Par. 38(a) should be included in the
SOP. Those criteria suggest that if a film is released after the balance sheet date and is
written down, then loss recognition should be accelerated either if there was any adverse
market research prior to release, or any shortfall from anticipated performance.
The release o f a feature film is much more art than science. The performance of
competing films in the marketplace, good or bad creative advertising materials, the
“buzz” about a film, the amount o f money spent on advertising just prior to release, and
many other factors (both those in a distributor’s control, and those outside o f a
distributor’s control) will strongly influence a feature’s box office performance. Many o f
these factors come together just before a film’s initial release. For example, the pictures
released the same weekend as The Waterboy had part of their audiences taken away as a
result o f the unexpectedly strong ($39.4 million box office) opening weekend o f that
competing film.

Booking losses on unreleased films also distorts comparability between companies, and
between fiscal quarters. For distributors which consistently release films throughout a
year, the fourth fiscal quarter would typically be hit harder by impairment losses simply
because of the typically greater amount o f time taken to issue financial statements at the
end o f a year vs. the end o f a fiscal quarter. In addition, companies which issue
statements quickly will accrue fewer impairment losses than companies which take more
time, simply because o f the way accounting rules are written and not for any underlying
operational or economic reasons.
It should also be recognized that the ability to accrue for projected impairment losses on
unreleased films provides significant flexibility for earnings management, due to the very
wide range o f possible results which can be reasonably estimated for most unreleased
films (a range which shrinks dramatically once the film is released).
As a result, for a “normal” feature film, our view is that the initial release date is the time
that a loss should be recognized.
We recognize the potential this raises for abuse (e.g. one could defer loss recognition
indefinitely merely by postponing the initial release of a film), and so in order to deal
with “abnormal” feature films, we agree with the other examples in Par. 38.
f) Revenue and profit recognition for split rights deals.
The Exposure Draft currently does not deal at all with split rights deals, which are
increasingly used for higher-profile feature films (for example, Titanic and Saving
Private Ryan). It is our understanding that there is significant inconsistency in revenue
and profit recognition for these films.
In these deals, two studios may agree to jointly produce and distribute a film and share
profits or losses on a worldwide “one pot” basis, with distribution responsibilities split
between them among geographic and/or market lines. It seems clear that revenue should
be recognized “normally” in the territories and markets where a distributor distributes
itself, but how should revenue generated by the other distributor be accounted for on the
first distributor’s books: not at all, at 100% of the other distributor’s revenues (treating
the other as a subdistributor), or based on the net amount due from the other distributor?
All three methods are currently in practice with significant differences in the amount of
revenue recorded, as well as some impact on the timing o f profit recognition.
The profit recognition timing differences will become more pronounced if the current
draft SOP were to be enacted, as the domestic theatrical distributor will be likely to have
to record early losses (due to earlier expensing o f theatrical releasing costs and the fact
that domestic theatrical releasing costs are, on average, greater than domestic theatrical
revenues). By contrast, the international distributor is more likely to show profits from
the beginning (international theatrical revenues are still higher than releasing costs, on
average).

g) Clarification with respect to EITF Issue 88-18.
We are familiar with several transactions entered into by producers in recent years, in
which copyrights and distribution rights to films are sold to third parties, with the first
company (which is in the business o f both producing and distributing films) also
fulfilling a role as the distributor o f these films. It is our belief that these transactions
have been appropriately accounted for as sales by the producer.
Some have questioned whether EITF 88-18 would apply to these transactions. We, and
other producers and auditors, have concluded that it should not. EITF 88-18 deals with
sales o f future revenues, as opposed to the sales o f copyright assets that these transactions
involve.
We request that the SOP confirm this conclusion.
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Mel Woods
President & C.0.0.

January 19, 1999

Mr. Daniel Noll
Technical Manager, Accounting Standards
File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Mr. Noll:
Thank you for the opportunity to comment on the Exposure Draft o f the Proposed
Statement o f Position (SOP) titled “Accounting by Producers and Distributors o f Films”.
Fox Family Worldwide, Inc. is an integrated global family and children’s entertainment
company which develops, acquires, produces, broadcasts and distributes quality
television programming on a worldwide basis. The Company’s principal operations
comprise (1) the Fox Family Channel, a family-oriented cable channel, (2) the Fox Kids
Network, a children’s oriented broadcast television network, (3) Saban Entertainment, a
producer and distributor o f programming and (4) a growing portfolio o f Fox Kids
branded cable and direct-to-home satellite channels operating in approximately 29
countries worldwide. Revenues for the most recent fiscal year were approximately $665
million.
After a careful and meticulous review o f the proposed SOP, we have noted that it is
written to address issues primarily relating to the major film studios that produce and
distribute theatrical films and network television series. While we are not a major film
studio, we do have a number of concerns relating to the replacement o f certain existing
principles Currently considered standard industry practice which will affect the financial
statements and computer systems for our company.
First and foremost is the recognition o f television contract revenues currently recognized
on an availability basis. We do not agree with the proposed SOP which requires that
revenue be deferred past the availability date if “the expected fair value o f the film in that
market and territory at the end o f the licensing period is greater than 10% o f the fair value
o f the film for that market and territory at inception o f the licensing arrangement.” We
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are concerned that there will be great inconsistency between companies in the application
o f the 90% test— i.e. the discount rate, the definition o f market and the definition of
territory. Furthermore, we believe that this will create an inconsistency between the
distributor and broadcaster in that currently, a license is recorded as a sale by the
distributor and as a purchase by the broadcaster. The theory o f “consistency” is one o f
the primary tenets o f accounting that should not be disregarded.
We also disagree with the proposal that television license fees be recognized over the
license period, but we do agree that revenue should be recognized on a “systematic and
rational basis”. It is clear, that many license agreements extend for more than one year
and that the runs in the early part o f the license period have more value to a licensee than
runs in the latter part. And furthermore, since the film has been made available to the
licensee, we have no control how or when it will be telecast during the course of the
license period. Therefore, from our perspective, we have fulfilled our obligations under
the license agreement and the earnings process is complete.
Furthermore, we also do not agree that dubbing or subtitling are “significant changes”
that should preclude revenue recognition. These are minor modifications made to an
existing, completed production and represent a small percentage o f production costs. To
our knowledge this has never been an issue with the licensee.
Changing the revenue recognition standard will also result in significant costs. We
currently have thousands of contracts related to our expansive film library. It would be a
huge burden and a monumental project to modify or replace our current system to
account for this new standard.
With respect to the capitalization o f pre-release exploitation costs, we agree that these
costs should be capitalized. Consistent with FASB 53, these costs clearly benefit future
periods and more fairly match revenues and expenses, but we do not agree with such a
short and aggressive write-off period. For example, future benefit is derived through the
marketing efforts o f the Company at the various industry trade shows when domestic or
international co-productions deals are signed for the subsequent broadcast season— this
marketing effort has now benefited the company not only into the next year, but into
subsequent years o f production. We have established a direct economic link between
these marketing costs and the future earned revenue resulting from these costs.
The next area o f disagreement is the balance sheet gross-up o f the present value o f
participation costs associated film production and the related disclosures. To require, as
opposed to encourage, the present value and gross-up o f participations results in an
artificial manipulation of the balance sheet. It is also an extremely time consuming,
arduous and subjective process to estimate the timing o f future cash receipts and
disbursements on an ultimate basis. By pushing receipts into the future, the interest
component o f the calculation becomes a much larger portion and will result in a much
more favorable “earning before interest, taxes and depreciation” (EBITDA) calculation.
And as you are probably already aware, EBITDA is viewed by analysts as a cash flow

measurement tool, a practice that is not necessarily correct. To encourage this practice,
will only make financial statements less understandable to analysts and other readers.
With respect to the loss recognition process o f episodic television series orders, we
believe that these losses should be recognized upon delivery, not upon an order. Too
many uncertainties exist at the signing o f a deal to forecast what will occur in the future.
It is not uncommon for deals to change with respect to the number o f episodes ordered,
episodic license fees, production costs per episode or even a complete cancellation.
In paragraph 28, we would like to clarify the wording in the first sentence— “ ...the
beginning o f each period” . We believe that this should read “the beginning o f each fiscal
year”.
This proposed change to quarterly ultimate changes will require major
modifications to our software systems currently calculating amortization. And based on
the changes involved, it will be a laborious, timely and costly project. From a
management standpoint, this may also result in much more aggressive ultimates. While
ultimates may get worse in a period (the loss is taken immediately), in cases where
ultimates improve, the partial reversal o f a loss previously taken is not taken
immediately, but rather over time. With changes to ultimates every quarter, we feel that
this may make financial statements less consistent and less meaningful for the entire
industry.
And finally, given the proposed effective date, the transition to this new SOP is too soon
given the potential amount of systems work that would be required as discussed above.
Currently, we are undergoing a Year 2000 compliance project for our computer systems
which is projected to be completed in the first half o f 1999. The current effective date of
the SOP realistically only gives a one year lead-time to change all necessary systems.
We feel that this does not give us enough time to beta test and ensure that all
programming changes are correct.
We look forward to your review as well as the task force’s review o f our comment letter.

Very truly yours,

Mel Woods
President, Chief Operating Officer and Chief Financial Officer

Viacom Inc.
1515 Broadway

New York NY 10036-5794

George S. Smith, Jr.
Senior Vice President
Chief Financial Officer
212 258 6390

January 15, 1999
Mr. Daniel Noll
Technical Manager
Accounting Standards, File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775

VIACOM

Dear Mr. Noll:
I am writing on behalf o f Viacom Inc. and its subsidiaries (“Viacom”) to convey our
comments and recommendations regarding the Exposure Draft on the Proposed Statement
o f Position (“SOP”) entitled “Accounting by Producers and Distributors o f Film”, dated
October 16, 1998 (“Exposure Draft”). This proposed successor to Statement o f Financial
Accounting Standards (“SFAS”) 53 “Financial Reporting by Producers and Distributors
o f Motion Picture Films ” will significantly impact the financial reporting o f Viacom’s
operations.
Viacom is a diversified, global entertainment company. Its major operations include
Paramount Pictures, a producer and distributor o f feature films; Paramount Television, a
supplier o f television programming for the broadcast, first-run syndication and cable
markets; Showtime Networks, which owns and operates commercial-free, premium
subscription television program services and provides special events to licensees on a pay
per view basis; MTV Networks, which owns and operates five basic cable television
programming services - MTV: Music Television, M2, VH1, Nickelodeon/Nick at Nite and
TV Land - and has licensing agreements, joint ventures and syndication deals; and
approximately 80% o f Spelling Entertainment, which produces filmed product specifically
for television distribution. (Spelling Entertainment Group Inc., a Securities and Exchange
Commission registrant, will submit a response under separate cover).
Attached is Viacom’s response to the nine questions asked in the cover letter to the
Exposure Draft. We have also set out additional responses and recommendations
immediately following these numbered responses. A summary o f the more significant
topics addressed in our comments follows:
•

Viacom believes the existing bases for revenue recognition within the motion picture
industry continue to conform to today’s broader generally accepted accounting
principles, and therefore, we strongly recommend the retention o f the existing
requirements o f SFAS 53.
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•

Viacom agrees that prerelease and early release theatrical exploitation costs should be
capitalized and not expensed as incurred. Advertising costs are an integral and
indispensable component in creating a film asset. We can demonstrate quantitatively
that these expenditures directly increase revenues in the pay television and home video
markets. If advertising had to be expensed as incurred, we submit that the timing and
magnitude o f these expenditures would result in misleading earnings. Accordingly,
Viacom recommends that prerelease and early theatrical exploitation costs be
capitalized and then amortized over a film ’s first three markets (theatrical, video and
pay television), not to exceed a period o f thirteen months. We view the proposed three
months as being unduly short.

•

Viacom recommends that the SOP clarify the accounting treatments o f advertising and
cassette duplication costs associated with exploitation within the home video markets
as described in our additional responses and recommendations.

•

Viacom does not support the proposal that total projected participation and residual
expenditures be capitalized and included in film costs. This recommendation will have
no impact on expense recognition, but will add a significant amount to the balance
sheet value o f film assets, offset by a similar liability. We fail to see an appreciable
benefit in doing so. In fact, it will be more difficult for financial statement users to
evaluate or analyze the components o f film assets. Furthermore, the proposed rule only
addresses product still being accounted for on the individual film forecast method,
resulting in an inconsistency in treatment between new and library product.

•

Viacom disagrees with the conclusion that films should be viewed as long-lived assets.
As a result, and perhaps unwittingly, the Exposure Draft will require companies to
maintain two separate and almost certainly incompatible estimates for each product.
One will be an ultimate used for amortization purposes; it will be limited to 10 years’
revenues, and not be discounted. The other estimate will be required for SFAS 121
“Accounting fo r the Impairment o f Long-Lived Assets and fo r Long-Lived Assets to be
Disposed O f' purposes, and will reflect fair values (i.e., extending beyond 10 years)
that may be discounted. Another result will be a disconnect between the amount o f
write-offs taken and the amortization rate for a film. Viacom recommends adoption o f
the former (“ultimate”) as the single, definitive, accounting measure o f a film ’s
projected financial performance.

Mr. Daniel Noll
AICPA
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•

Classifying films as long-lived assets would cause additions to film costs to be treated
as investing activities for cash flow reporting purposes. From Viacom’s viewpoint, the
amount spent annually on film and television product are more logically treated as
operating activities. Similarly, we believe the appropriate treatment for film costs,
where a classified balance sheet is presented, is to segregate these between current and
non-current.

We look forward to hearing the outcome o f A cSEC’s deliberations on our
recommendations and those submitted by others. Should you require further input or
clarification regarding Viacom’s response, please contact me at (212) 258-6390.

Sincerely,

George S. Smith
Senior Vice President, C hief Financial Officer

VIACOM INC.
RESPONSE TO THE EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
Accounting by Producers and Distributors of Films
October 16,1998

The following represents the responses o f Viacom Inc. and its subsidiaries (“Viacom” or the
“Company”) to the questions set forth in the Exposure Draft o f the Proposed Statement of
Position for “Accounting by Producers and Distributors o f Films” dated October 16, 1998
(“Exposure Draft”) (organized by corresponding question number):

(1) Revenue Recognition
Viacom believes that the revenue recognition requirements set out in Statement o f Financial
Accounting Standards (“SFAS”) 53 “Financial Reporting by Producers and Distributors o f
Motion Picture F ilm s” continue to conform to broader generally accepted accounting
principles (“GAAP”). We find the parallels drawn between the motion picture industry and
lease accounting to be “a stretch” at best, and submit that these comparisons ultimately fail to
address the different reality o f the motion picture business. We believe the earnings process is
completed when a license agreement commences and the conditions detailed in paragraph 6 o f
SFAS 53 have been met. Most recently, Statement o f Position (“SOP”) 97-2 "Software
Revenue Recognition fo r Certain Transactions ” detailed requirements for revenue recognition
in the software industry, and the Securities and Exchange Commission (“SEC”) has suggested
other industries consider these criteria. Again, we conclude that revenue recognition when a
license begins and all the SFAS 53 conditions have been met continues to conform with the
requirements o f SOP 97-2.
We are concerned that, as drafted, these revenue recognition proposals will likely lead to wide
divergence in practice, thereby causing confusion, difficulties in comparability, and ultimately
undermining the improvement sought. Paragraph 7 o f the Exposure Draft limits the
immediate recognition o f license fees to situations where the agreement involves
“substantially all” (90% or more o f fair value) o f a film on an “exclusive basis” for an
individual “market” and “territory”. Viacom believes that each o f the highlighted phrases or
words is open to wide interpretation. AcSEC and the Task Force should clarify its
recommendations to ensure consistency o f application in the future.
Are network, pay, cable and syndication each separate markets, or could an entity use
“television as' a whole” as the market definition? Can some companies adopt some
combination; e.g., “free television”, which would combine network and syndication?
Likewise, are New York, Boston and Washington, DC separate territories, or could one entity
define the US as comprising four regions, while others consider it one territory; i.e. domestic?
Additionally, the vagueness in the Exposure Draft that allows companies to either recognize
revenues ratably or use “another systematic and rational basis” can lead to various
interpretations. Some companies may elect to recognize 80% o f a license fee in the first year
o f the term on the basis that most o f the value to the customer is in the first airing, with the
remaining 20% recognized in years two and three o f the term. Other companies may argue
that the value is earned evenly over the three year term. Still others may argue that license
fees are earned proportionately as billed.
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Note that, from a practical standpoint, the 90% rule is impossible to implement on a license by
license basis. Viacom enters into thousands o f license agreements annually. In implementing
the proposed rules as written, each company would define markets/territories, and apply the
rule uniformly to all contracts within the particular market/territory. The accounting treatment
may also be dictated by a company’s sales strategy (i.e., those who enter into shorter license
agreements will most certainly fail to meet the 90% test, and recognize the related license fees
over the term). Also note that one o f the arguments used in reaching the conclusion that a
film license agreement is similar to leasing a floor o f a building is the exclusivity issue. In
fact, the business is moving more and more toward non-exclusive license agreements. For
example, a product can simultaneously be licensed to basic cable and free television.
Based on the fact that the earnings process is substantially complete upon delivery and
commencement o f a license agreement, taking into consideration the significant cost involved
to implement the proposed rules, as well as the probable divergence among companies in
applying the rules, we recommend that the existing requirements o f SFAS 53 for revenue
recognition be retained. This will ensure consistency and comparability, and provide clarity
for those who rely on financial statements o f companies throughout the motion picture
industry.
If the 90% rule remains in the final SOP, then we recommend that “substantially all” be
measured by reference to the applicable revenue estimate carried in the ultimate (ultimate
being defined as estimated gross revenues, costs and expenses to be used in the individual
film forecast computation method). An even more straightforward standard would be to
require that all license agreements be recognized on a straight line basis, without regard to any
“90% rule” or to any other systematic basis.

(2) Significant Changes That Might Preclude Proposed Revenue Recognition
Viacom disagrees with the proposed distinction between changes that are significant and those
that are not, as drafted in paragraph 12. Revenue recognition should not be precluded if an
arrangement requires an entity to make minor changes to a film after its delivery, assuming all
other conditions o f paragraph 6 o f the Exposure Draft have been met. At this point, the
eamings process is complete, and the producer has given up the right to use or license the film
in the respective market and territory. Customers do not delay payments under the license
terms until such changes are made, further evidence that the customer has accepted the
product and the eamings process is substantially complete.
Dubbing and subtitling are inappropriately listed as significant changes. Generally, these cost
only between $30,000 and $75,000 a film, and usually take about three to four weeks to
complete. In the context o f film values, license fees and contract duration, we submit that
dubbing and subtitling are not significant issues, and should not preclude timely recognition
o f revenues. As drafted, paragraph 12 contains a contradiction: it considers “adding film
content (even if that film content already exists)” a significant change. Yet “adjust for
running time” is listed as an insignificant change. Sometimes, the only way to achieve the
required running time is to adjust it by adding existing film content.
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Paragraph 83 o f Concepts Statement No. 5 “Recognition and Measurement in Financial
Statements o f Business Enterprises" states that revenues should be recognized when
“realized” and “earned” .
Revenues are “earned when the entity has substantially
accomplished what it must do to be entitled to the benefits represented by the revenues.”
Although the customer may be entitled to request services or changes, none o f the specific
examples listed in paragraph 12 are significant in nature. In practice, the customer may not
address the manner in which it intends to air a film for several months after the license period
begins, and these insignificant changes are often not yet required or known. These obligations
can be compared to product warranty obligations, where an entity is required to provide
further performance after the sale has taken place. This further performance does not preclude
the entity from recognizing the sale, but does require recognition o f a warranty liability if the
liability is probable and reasonably estimable in accordance with SFAS 5, “Accounting fo r
Contingencies."
We recommend dropping the second sentence o f paragraph 12.

(3)

Accrue Participations and Residuals in Total

Viacom disagrees with the proposal to accrue ultimate participations (and residuals). While
we agree that certain participation and residual costs represent deferred compensation
(services have been rendered, liability is probable and total cost is reasonably estimable), we
do not support the proposal that total projected participation and residual expenditures be
capitalized and included in film costs. This recommendation will have no impact on expense
recognition, but will add a significant amount to the balance sheet value o f film assets, offset
by a similar liability. We fail to see an appreciable benefit in doing so. In fact, it will be more
difficult for financial statement users to evaluate or analyze the components o f film assets.
Further, while the total participation and residual amount is quantifiable upon release o f a
film, the timing o f the related payments is not estimable, resulting in a less than accurate
discount of the liability. We find parallels to royalty accounting, where revenue recognition
triggers the recording o f the liability. Finally, the proposed rule only addresses product where
an ultimate is maintained, resulting in an inconsistency for product where no ultimate is
maintained (i.e. all library product and product past the ultimate window o f ten years).
Elsewhere in this response, we express views on amortizing film costs on a net margin basis.
Along the same lines, we believe there is merit in accruing participations on a similar basis.

(4)

Early Release and Prerelease

We support the exposure draft’s recommendation that prerelease and early theatrical
exploitation costs be capitalized, however, we believe it is more appropriate to amortize these
costs over a film’s first three markets (theatrical, video and pay television), not to exceed a
period o f thirteen months. If SOP 93-7 "Reporting on Advertising C osts" were to be applied
to films without capitalization until release in the theatrical market, we believe significant
distortions would occur in measuring earnings.
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We agree with the Task Force’s conclusions that advertising costs are an integral part o f a
film asset, and we refer to Concepts Statement No. 6 Elements o f Financial Statements
paragraph 25 which states that “assets are probable future economic benefits obtained or
controlled by a particular entity as a result o f past transactions or events.” Motion picture
advertising' costs are assets according to this definition. Concept 6 further states that
recognition in income o f the costs o f such assets is deferred until the future economic benefits
underlying the assets are partly or wholly realized.
SOP 93-7 states that all advertising costs, except certain direct response advertising costs,
should be expensed as incurred or on the first time the advertising takes place. While SOP
93-7 recognizes that there are probable future benefits derived from advertising expenditures,
it concludes that for most advertising (except direct response advertising), these benefits
cannot be measured with the degree o f reliability required to report an asset in the financial
statements. Because SOP 93-7 carved out an exception for SFAS 53, its drafters did not have
to address if the benefits o f motion picture advertising could be measured. We contend these
can be identified and certainly measured, as is acknowledged by AcSEC in its Basis for
Conclusions within the Exposure Draft (see paragraphs 69 to 87). Accordingly, we contend
that, had the drafters o f SOP 93-7 been required to address advertising for motion pictures,
they would likely have concluded it warranted an exclusion similar to direct response
advertising.
Viacom believes the benefits o f theatrical exploitation costs can be directly linked to specific
markets and a limited period o f time. A film is a unique asset which is introduced into the
theatrical market only once in its lifetime. A film differs from the introduction o f a new
product by, say, an auto maker or cereal company, whose goal is to establish the product into
the marketplace for an extended (or even indefinite) period o f time.
We believe an argument can be made to amortize advertising costs over the theatrical, home
video, pay television and network markets (a time period o f approximately two years).
Without a certain level o f theatrical advertising, the chances o f recouping a film investment
are nil. The benefits o f a higher awareness o f a film resulting from a successful advertising
campaign are proven to directly impact the success in the home video, pay television and
network markets. In the case o f pay television and network, the license fees for each film are
contractually driven by theatrical rentals. The overlying requirement for an impairment
calculation (using the ultimate or if required, SFAS 121 “Accounting fo r the Impairment o f
Long-Lived Assets and fo r Long-Lived Assets to be Disposed O f ’) provides further safeguard
in that it would require an entity to write these costs o ff sooner in the event there was no
probable future economic benefit. Although we believe the benefits o f theatrical exploitation
costs are realized over a period o f approximately two years, we believe that amortization over
the first three markets; i.e., theatrical, home video and pay television; or a period o f thirteen
months is a reasonable compromise.
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(5) Proposed Disclosures
Paragraph 43 o f the Exposure Draft recommends that film costs be classified as non-current.
We disagree: we believe that resources that are reasonably expected to be realized in cash,
sold, or consumed, during the next year should be classified as current assets in accordance
with ARB 43, “Restatement and Revision o f Accounting Research Bulletins ”, chapter 3A,
paragraph 4. As such, film costs, including any participation costs that have been accrued,
should be categorized between current and non-current, and not simply lumped into a catch
all non-current category. Amounts projected to be amortized within one year would be
classified as current, with all other capitalized film costs classified as non-current assets.
Paragraph 44 recommends that cash flows representing additions to film costs should be
reported as investing activities in the entity’s statement o f cash flows. We disagree: we view
the cash outflows associated with film production, including participation and residual
payments, as payments for goods and services for resale. As such, these outlays meet the test
for operating activities set out in SFAS 95 “Statements o f Cash F lo w s” (i.e., transactions that
enter into the determination o f net income, in accordance with paragraph 21). These
payments also do not specifically meet the definition o f cash outflows for investing activities
in SFAS 95, paragraph 17, which in part defines investing cash outflows as expenditures for
“property, plant and equipment and other productive assets”. A film asset is the product o f a
film company as distinguished from the company’s productive assets, which include the
studio stages, cameras, etc.. Further, an inconsistency will arise if these cash outlays must be
classified as investing activities, while revenues from exploitation o f the film assets most
certainly qualify as operating activities.
Currently, under the revenue recognition rules o f SFAS 53, the 60% threshold now set forth in
paragraph 46 is easily obtainable (some suggest this percentage should be much higher; say
80%). By delaying revenue recognition from the start o f a contract to a ratable basis,
amortization o f film costs will be slowed appreciably, resulting in the need for reevaluation o f
the 60% threshold. Capitalizing participations and residuals might also alter the equation,
requiring further re-assessment o f this currently reasonable threshold.
We believe the intent of paragraph 47 o f the Exposure Draft is to isolate the lifetime costs o f
participations and to separately identify the amount now legally due to participants based on
revenues recognized to date. We find no merit in this requirement. Actual participation
payments are computed on individual contractual bases that usually differ substantially from
GAAB (for example, statements are often prepared on a cash basis only, or incorporate
imputed contractual interest charges on cash deficits). The entity’s ultimate participation
liability is, of course, computed regularly according to relevant contractual bases, and
provides the basis for what is, essentially, a ratable accrual. The language in the draft asks
that an entirely new liability figure be computed, based upon “GAAP revenues recognized to
date”. Its computation on a regular basis would be prohibitively costly and inordinately
complex. More fundamentally, we question to what meaningful use this information could be
put. Additionally, to the extent the participation and residual payments are due within one
year from the balance sheet date, these amounts will be classified as a current liability in the
financial statements. We recommend removal o f paragraph 47.
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(6) Proposal to Treat Film Assets as Lons-Lived Assets
Viacom disagrees with the conclusion that films are more like long-lived assets than
inventory. ARB 43, Chapter 4, Statement 1, defines the term inventory as “those items o f
tangible personal property which (1) are held for sale in the ordinary course o f business, (2)
are in the process o f production for such sale, or (3) are to be currently consumed in the
production o f goods and services to be available for sale.” Films are unique intellectual
property assets, which are sold and re-sold, licensed and re-licensed, over short or long
periods in multiple markets and territories (each o f which can be very subjective in their
definitions). Some film categories (e.g., episodic television) have relatively short lives, absent
a rare longevity that then results in significant secondary market values. Films, including
television products, are the primary source o f our revenues, possess characteristics that are
unique and invariably do not share the same accounting attributes o f long-lived assets. It is
not the period over which an asset is exploited which defines it as long-lived, rather it is the
nature o f the asset. Long-lived assets are assets used in the operations o f a business, rather
than assets held for sale in the ordinary course o f business.
AsSEC compared film assets to a building which is leased and re-leased over a life o f 40
years. Rent from a building is relatively constant, or may even increase based on inflation
over the building’s life. While a film is exploited in multiple markets and territories,
approximately 80% of its revenues are earned in the first two years after initial release.
Other industries possess similarly unique attributes (e.g., computer software, spirits) where
products are exploited over extended periods, yet these are not considered long-lived assets,
nor are they subject to the impairment calculation o f SFAS 121. Besides the fact that a film is
not a long-lived asset, SFAS 121 is intended for one-off events, and not ongoing ordinary
course o f business events which drive the value o f the film inventory asset. This is
exemplified by the disclosure requirements in paragraph 14 o f SFAS 121. A film company
invests in film projects knowing that a percentage o f the projects will not make money. Not
only should such losses incurred in the ordinary course o f the film business not be subject to
SFAS 121, they do not warrant special disclosure requirements as if it was an unusual event.
As noted in our cover letter, the Exposure Draft will require companies to maintain two
separate and almost certainly incompatible estimates for each product. One will be an
ultimate used for amortization purposes; it will be limited to 10 years’ revenues, and not be
discounted. The other estimate will be required for SFAS 121 purposes, and will reflect fair
values (i.e., extending beyond 10 years) that will be discounted. One result will be a
disconnect between the amount o f write-offs taken and the amortization rate for a film.
Additionally, the SOP as written specifies strict guidelines on what can be included in the film
ultimate gross revenue estimate, while there are less specific guidelines in determining
revenues to be included in the SFAS 121 impairment calculation. This may result in
inconsistencies in the measurement o f the film write-down calculation among film companies,
and open the door for abuses within the industry. We recommend adoption o f the stricter
rules of the former (“ultimate”) as the single, definitive, accounting measure o f a film’s
projected financial performance.
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We submit that any write-down arising as a result o f the preparation o f an individual film
ultimate in accordance with this Exposure Draft will, in all material respects, achieve the same
economic outcome. We recommend dropping the proposed application o f SFAS 121 to film
assets on the basis that film assets are not long-lived assets, and if the individual film forecast
computation method indicates impairment, an immediate write-down o f the film ’s asset value
will be recorded. It should also be noted that due to the Exposure D raft’s change in the
method o f amortizing exploitation costs, as well as the prohibition o f capitalizing abandoned
development costs, there will be very few instances under the new rules where an impairment
write-down is required.

(7)

Loss Recognition On Episodic Television Product

Viacom agrees with the draft’s recommendation that episodic losses be expensed as incurred
(paragraph 31, final sentence). We concur with AcSEC’s rejection o f a requirement to report
“up-front” the total loss for all episodes expected to be produced, and see appropriate parallels
to accounting for funded research as prescribed in SFAS 68 ‘‘Research and Development
Arrangements." We can also note that contracts are rarely held to if it is in the interest o f both
parties to cancel an unsuccessful series. Accordingly, the SFAS 5 criteria o f recording a loss
for all contracted episodes have not been met in the early stages o f a series, as the loss for all
contracted episodes is not probable or estimable.
We are concerned by a phrase in the first sentence o f paragraph 97 and in the third sentence o f
paragraph 31 that appear to contradict, rather than amplify, the standard proposed in
paragraph 29. Paragraphs 97 and 31 state that production costs for each episode in excess o f
revenue contracted for that episode should be expensed im m ediately. We submit this
should refer instead to estim ated gross revenues. This phrase could then be footnoted to
clarify that these are to be ascertained by reference to an ultimate prepared in accordance with
the requirements o f paragraph 29 (and 29 b.). Without this clarification, paragraphs 97 and 31
indicate the loss to be recorded will differ from the ultimate, which likely contains an estimate
for more or less contemporaneous revenues from Canadian and international customers (but
where contracts are unlikely to exist when the episode is being produced and the loss is
recorded).

(8)

Proposed Treatment o f Abandoned Properties

Viacom agrees with the proposed requirement that a property that has not been set for
production within three years from the time o f the first capitalized transaction should be
considered disposed. Even though we have seen highly successful projects in active
development longer than three years (e.g., Forrest Gump) this rule sets a benchmark for
consistency which we support. We also support AcSEC’s recommendation that losses on
abandoned properties be recognized by a direct charge to income. Paragraph 17 o f SFAS 53
allows an entity to include these losses within production overhead (which is then capitalized
over films actually produced), and we agree this treatment should be rescinded.
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(9) Proposed Transition Provisions
Viacom agrees with the transition requirement to include in income the cumulative effect o f
changes in accounting caused by adoption o f this SOP. It should be noted, however, that the
calculation o f the cumulative effect is point-in-time driven, and both incredibly complicated
and time consuming to compute. Thus, we agree with last two sentences o f paragraph 48 o f
the Exposure Draft, which state that “disclosure o f pro forma effects o f retroactive application
(APB 20, “Accounting Changes" paragraph 21) is not required,” and “previously issued
financial statements should not be restated.”
The amount o f the cumulative effect will be driven by the timing and success o f the products
released in the periods prior to implementation. Prior to adoption, we recommend either
requiring only disclosure o f an estimated range o f the impact, or a statement that the impact
cannot be quantified ahead o f time due to the time sensitivity o f the rule changes.
Implementation o f the Exposure Draft will require substantial modifications to several major
accounting systems within Viacom and all the other entities impacted by these changes.
Beyond these demands on systems resources, there will also be an enormous effort required
on the part o f accounting staffs to re-compute billions o f dollars o f revenue recognition and to
radically change the industry’s existing accounting treatment o f virtually every cost
component.
Viacom projects that its earliest possible implementation date for the Exposure Draft is
around mid year in 2001. Additionally, the existing preoccupation with Year 2000 issues
being tackled by our Information Systems resources (and everyone else’s) between now and
mid 2000 will adversely impact the ability to begin work on the detailed changes that will
only be known when this Exposure Draft is finalized.
We also express concern on the “lead time” for adoption, as these accounting changes will
profoundly impact budgeting and planning cycles which must necessarily precede
implementation. Yearly earnings will be substantially impacted, and operating management
and users of financial statements must be given sufficient lead time to assimilate these
changes so an orderly transition is accomplished.
We recommend that implementation be delayed at the least until after the year 2000.
Preferably, upon release o f the final SOP, AcSEC should build in sufficient lead time so
companies can incorporate these changes on an orderly basis in their planning cycles prior to
implementation.
In order to promote financial statement comparability within the industry, we recommend
early adoption not be permitted.
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Additional Responses and Recommendations
(A) Other Exploitation Costs
The Exposure Draft requires exploitation costs incurred in connection with the release o f a
film in markets other than the theatrical market be expensed as incurred.
First, we recommend that video duplication costs be separated out from the definition o f
exploitation costs. These costs qualify as “inventory” as defined in ARB 43. Video cassettes
are tangible property which are held for sale and, as such, should be capitalized as inventory
and expensed as the video units are shipped to customers and the related revenue is
recognized. (Further parallels can be drawn to duplicating costs for computer software, as
prescribed by SFAS 86 “Accounting fo r the Costs o f Computer Software to be Sold, Leased
or Otherwise Marketed. ”)
Second, with regard to advertising costs incurred in connection with the release o f a film in
the home video market, Viacom believes a benefit is clearly derived from the associated
marketing campaign. The marketing campaign to launch the video release o f a major title into
the retail market can exceed $40 million; and a large proportion o f the campaign takes place
before the video release date and initial recognition o f revenue. We recommend these costs be
capitalized and amortized over revenues earned in that market (not to exceed three months).
If the above exception from SOP 93-7 is not sanctioned for video marketing costs, then we
urge that, at the least, the Exposure Draft allow deferral o f home video advertising costs until
“street date”, when all such costs would be immediately expensed. Otherwise, the bulk o f
video advertising costs will be recorded before the related revenues are recognized, resulting
in significant distortions o f earnings. Again, we contrast the “one shot” attributes o f each
exploitation window for a motion picture versus the ongoing nature o f products such as
automobiles. Similar to theatrical revenues, first cycle home video revenues for a film
invariably are earned within a period o f less than 13 weeks.
For the sam e reasons AcSEC concluded it would not be appropriate to expense theatrical
exploitation costs as incurred (paragraphs 78 and 79), we urge that home video marketing
costs be treated similarly. If necessary, we believe the industry could demonstrate a
measurable degree o f association between home video marketing costs and home video
revenues for motion pictures. Unlike its theatrical release, a film entering home video is a
“known commodity”. A range o f marketing strategies exist, within well established budget
parameters, from which an entity develops a specific campaign (and budget) geared to that
film’s previous theatrical performance and its likely performance in the home video market.
Given these relationships, we submit that it is appropriate to treat video exploitation costs
incurred prior to revenue recognition (i.e., street date) as an asset.
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Finally, we believe that similar treatment should be given for first run television product
prerelease launch and advertising costs. These costs should be capitalized and amortized over
three months. Viacom believes that the benefits o f prerelease launch costs can be directly linked
to the initial three months o f a new first run program’s initial broadcast season. The prerelease
advertising' costs incurred are directly linked to the scheduling and airing o f the show during that
period, and unlike the introduction o f a disposable tangible product, are aimed at delivering the
potential viewer to a specific location at a specific time that is closely tied to the revenue
received for that program. If this exception to SOP 93-7 is not granted for first run television
product costs, then at the very least we suggest that the proposed rules be modified to allow
deferral o f such costs until the initial air date for the program when all such costs would be
immediately expensed.

(B) Ten Year Limit on Film Amortization
Paragraph 29 stipulates that film costs should be amortized within a period o f ten years. Viacom
concurs with the need to establish some reasonable time parameter and, indeed, we helped
formulate the original “ten year rule”. However, this was established by earlier task forces when
revenue recognition was still expected to occur at the commencement o f license agreements, in
accordance with SFAS 53.
Under the Exposure Draft, certain syndication contracts will be recognized on a ratable basis in
the future. As a result, entities could very likely have contracts in hand where some o f the
revenues will be recognized within, and some outside, the ten year period. Based on the
Exposure Draft, those contracted-for revenues falling outside ten years have to be excluded from
the ultimate. From a practical standpoint, it is not feasible to include only part o f a contract in a
film’s revenue ultimate.
We recommend inserting a new sentence in paragraph 29, along these lines:
“Revenues already contracted for in existing agreements, provided recognition o f these revenues
will commence within the permitted limit (i.e., 5 or 10 years) should be included in estimated
remaining ultimate gross revenues, even if their ratable recognition will result in some portion
being recognized beyond the ten or five year limits that otherwise apply to revenue estimates.”

(C) Five Year Limit From Delivery Of Last Episode
The preceding concern becomes particularly egregious when the proposed “ten years from the
date o f delivery o f the first episode or five years from the date o f delivery o f the last episode, if
later” rule for television series is considered. (Paragraph 29). This proposal simply will not work.
Viacom has a track record o f several successful series which remained in active production for as
many as eight to twelve years (seasons). Each series possesses substantial syndication value after
production ceases. Given the large numbers o f episodes involved, compounded in the future by
ratable revenue recognition proposed in the Exposure Draft, contracted-for or estimated first
cycle revenues will invariably extend well beyond this arbitrary rule. Also note that under the
requirements in paragraph 31 o f the Exposure Draft, the cost in excess o f revenue for the first
several seasons o f any series will be expensed as incurred, and not included in cost to be
amortized over ultimate revenues defined in paragraph 29.
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We believe this can be rectified by changing the third sentence in paragraph 29, to read: “For
episodic television series, ultimate gross revenues should include all revenues that are
probable of commencing recognition within ten years from the date o f delivery o f the last
episode.” ‘

(D) Amortize over Estimated Margin Instead Of Gross Revenues
Apart from the exposure draft’s proposals concerning revenue recognition, the most
significant change is, o f course, the recommendation to expense exploitation costs as incurred,
allowing only some slight modifications from SOP 93-7.
The Exposure Draft carries over from SFAS 53, without
costs (including participations and residuals). Based on
worked under SFAS 53 because exploitation costs were
film costs. Given the proposed changes in accounting
basis for amortizing film costs also requires re-visiting.

change, the basis for amortizing film
ultimate gross revenues, this method
considered an integral component o f
treatment for exploitation costs, the

AcSEC acknowledges (paragraph 73) that early advertising costs are an integral part o f a film
asset. Yet, for all the other reasons articulated, concludes these costs should be expensed
within three months o f theatrical release. When amortization o f film costs (including
participations and residuals) is included, many “profitable films” will report losses early in
release. This outcome will be counterintuitive to users o f financial statements. Will the
transparency of, and reliability placed upon, financial statements improve when entities may
have to report along the following lines:
"Your company reported a $ (significant) million loss this quarter because o f the
successful release o f "Title A B C " (or many other profitable pictures that, upon
re-computation, yield this result). This picture set a new box office record fo r ... ,
and we are confident it will earn substantial profits during the remainder o f the
year. It will continue to be an important profit contributor well into the future. ”
One modification to the Exposure Draft could significantly ameliorate this apparently illogical
outcome. W e recom m end th a t capitalized film costs be am ortized over rem aining
m argins, ra th e r than using gross revenues. Early losses may still occur on some
“profitable” pictures, but these will not be as extreme as those the Exposure Draft as drafted
will create.
This proposal more logically follows the economics o f the film business. A company
produces a film knowing that significant exploitation costs are necessary to create the film’s
value in future markets. While a film may earn a negative margin (revenues less exploitation
costs) in the theatrical market, the recovery o f capitalized film costs is anticipated in future
markets at the outset o f release, otherwise a write-down is taken. Accordingly, the
amortization o f film costs should be taken when the anticipated benefits are earned.
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FASB Concepts Statement No. 6, paragraph 26, states, in part, that one o f the essential
characteristics o f an asset is that " ... it embodies a probable future benefit ... to contribute
directly or indirectly to future net cash inflows” (emphasis added). Concept 6 further states
that recognition in income o f the costs o f such assets is deferred until the future economic
benefits underlying the assets are partly or wholly realized. Should not this definition o f an
asset lead us to measure its amortization basis by reference to its “future net cash inflows”
(i.e., margin), rather than using future gross revenues.
Again, AcSEC concurs that early advertising is an integral part o f a film asset. The Exposure
Draft requires early expense o f advertising and concurrent amortization o f film costs based on
estimated revenues. Is not the result an inappropriate “doubling up” o f expenses? The
adoption o f “estimated ultimate margin” in place o f gross revenues within the amortization
formula would more appropriately amortize the film cost asset against the future net revenues
it generates.
Attached as Appendix A are examples based on three films. These compare the different
earnings arising from application o f the existing SFAS 53 treatment, the results using the
basis in this Exposure Draft, and the outcome if amortization is computed by reference to
margin instead. We believe these illustrations provide further support to our recommendation
to amortize film costs over remaining net margin.
Thus, we recommend the following modifications to paragraph 28:
Rearrange and add to the first sentence: “ ..., which requires, as o f the beginning o f each
period, estimating remaining ultimate gross revenues and projected fu tu re distribution costs
that will be directly incurred to generate these revenues. ” Change the second sentence to
read: “It also requires determining a fraction, the numerator o f which is actual margin earned
by the film for the current period and the denominator o f which is the estimated unrecognized
ultimate margin as o f the beginning o f the period.” A new sentence would be required,
stating that a negative margin for a specific market should be treated as zero for this purpose.
(E)

Changes in Estimates

Paragraphs 41 and 42 recommend that changes in estimates be recognized prospectively
beginning in the quarter of change. Viacom does not support this recommendation. We note
it may lead to less conservatism in estimates in the future, which is counter to the original
forces driving the changes to film accounting (namely, business failures o f less than
conservative companies). Under SFAS 53, an entity may be conservative in its initial
estimation o f losses upon release, as early changes in write-downs arising from improved
performance can be taken back into income within the year. Under the proposal, as a film’s
performance becomes better known, these early revisions will have to be spread over the
remaining life o f the picture.
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We contend that while estimates in ultimate revenues and costs are reasonably accurate upon
release o f a film in the domestic theatrical market, these estimates are fine timed in the first
year after release based on results in the foreign theatrical and home video markets. While we
understand that most accounting estimates are taken prospectively from the beginning o f each
quarter, we believe the film business is unique in nature, and this rule will cause less
conservative estimates in the initial year o f release. We find parallels in the film business to
SFAS 38, paragraph 4 (b), which allows an entity up to one year to allocate the purchase price
to the various assets acquired and liabilities assumed in a business combination.

(F) Revenue Recognition Using a “Systematic and Rational Basis”
Paragraph 7 o f the Exposure Draft stipulates that revenues from arrangements that do not
meet the conditions o f paragraph 6 should be recognized ratably, unless another systematic
and rational basis is more appropriate.
We are concerned that the ability to use “another systematic and rational basis” for revenue
recognition will open a Pandora’s Box which may defeat the improvements AcSEC is
working so assiduously to achieve. Consider a film licensed to television for a period o f five
years or three telecasts for $5 million. Can the licensing entity maintain that the first telecast,
which should ordinarily take place during the first year, is worth 80% o f the license fee? Can
this entity then proceed to record $4 million revenue in that first year? What if the entity’s
assumption about this first year’s telecast does not materialize? Provided the assumption is
rational, and consistently applied, we believe the Exposure Draft could be interpreted to
permit this remarkable degree o f latitude. Similarly, can it decide when it will recognize the
remaining $1 million, even if its “rational basis” doesn’t match telecast dates or license term?
We appreciate that some “escape clause”
the revenue recognition period where the
or number o f telecasts to be taken. Here,
any remaining revenues recognized when
the term was over.

is needed; for example, to allow entities to shorten
contract term is the shorter o f a certain time period
revenues would initially be recognized ratably, with
all telecasts had been taken, if this occurred before

Syndication license fees for successful series can amount to hundreds o f millions o f dollars.
Today, under SFAS 53, these are recognized at the beginning o f the license term. Unless
these arrangements satisfy paragraph 6 o f this Exposure Draft, future accounting will require
these hundreds o f millions be recognized ratably over the term o f the contract. We wonder if
an aggressive management could maintain that the bulk o f a syndicated series’ value arises in
the early portion o f the license period. If they choose to do so, then they could likely say it is
“a systematic and rational basis” to recognize the preponderance o f revenues early in the
license term. This potential for wide divergence’s in practice will, we submit, make
comparisons and comprehension o f financial statements difficult at best.
We recommend that the existing requirements o f SFAS 53 be retained.
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(G) Introduction and Background
Viacom believes that paragraph 2 o f the Introduction and Background would be improved if
its final two sentences were re-written. The paragraph is incomplete and ends on an
unnecessarily negative note.
Representatives o f the industry have worked hard and long to help AcSEC and the FASB
develop this Exposure Draft. In fact, financial executives in the industry, together with
accounting professionals who specialize in industry matters, initiated the arduous efforts that
culminated in this Exposure Draft. Entities that follow SFAS 53 have grappled with new
complexities throughout the past decade or more, and have served their constituents well by
valiant efforts to handle these on a responsible basis. It should be appreciated that the single
largest change being recommended (delaying revenue recognition) revolves around theoretical
accounting arguments that, if valid today, should have been raised years ago by the rule
setters.
Here is our suggested wording:
“ ... have increased in significance. (Leave unchanged to this point). Certain business
failures in the industry also raised concerns about the application o f FASB Statement
No. 53. Additionally, advances made in the recent promulgation o f certain generally
accepted accounting principles indicated to the FASB and the AICPA that a reevaluation o f FASB Statement No. 53 was necessary. (For example, the
appropriateness o f continuing the motion picture industry’s exemptions from the
requirements o f FASB Statement No. 121 and from SOP 93-7.).”
[OR: “ ... As part o f its ongoing commitment to review and update earlier
pronouncements, the FASB requested that AcSEC evaluate FASB Statement No. 53,
and develop recommendations to bring accounting requirements for the motion picture
industry in line with current business realities and prevailing GAAP.”]

The following Viacom executives contributed to these comments and recommendations:
George S. Smith
Susan C. Gordon
Michael Cruz
Mark Badagliacca
Stephen P. Taylor
Carolyn Scott
Kenneth Hinshaw
Patrick B. Purcell
Doug Dustin
Michael Lombardi

Senior Vice President, C hief Financial Officer, Viacom Inc.
Vice President, Controller, Chief Accounting Officer, Viacom Inc.
Vice President, Assistant Controller, Viacom Inc.
Senior Vice President, Chief Financial Officer, Paramount Pictures.
Senior Vice President, Finance, Paramount Pictures
Vice President, Motion Picture Controller, Paramount Pictures
Vice President, Television Controller, Paramount Pictures
Former EVP, Chief Financial Officer, Paramount Pictures
Vice President, Controller, MTVN Finance
Vice President, Programming Finance, Showtime
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Appendix A

The following examples compare the different earnings arising from application o f the
existing SFAS 53 treatment, the results using the basis in the Exposure Draft, and the
outcome if film cost amortization is computed by reference to margin instead. We believe
these illustrations provide further support to our recommendation to amortize film costs
over remaining net margin.
Example 1:
Represents a successful release with estimated ultimate revenues o f $182 million and
ultimate profit o f $38 million. For simplicity purposes, we assume the film is released in
the domestic and foreign theatrical markets in year 1, domestic and foreign home video
and pay television in year 2, and all other markets in year 3.
SFAS 53: Upon release in the theatrical market, it is immediately known that this film is
a success. Under SFAS 53, the ultimate profit is recognized at a constant rate o f 20.91%
over ultimate revenues.
Proposed SOP: All theatrical exploitation costs are amortized in year 1, resulting in a
margin o f $24.8 million. In addition, $31 million in film inventory amortization is taken,
resulting in a loss o f $6.2 million. On what accounting basis do we justify writing off
portions o f the film when recovery of that asset is assured in future markets?
Net Margin Basis: All theatrical exploitation costs are amortized in year 1, and film
inventory is amortized based on when the net benefits (net margin) are realized.
Example 2:
Represents the same film as Example 1, except we assume the film is released in the
domestic and foreign theatrical and domestic home video markets in year 1, foreign home
video and domestic and foreign pay television in year 2, and all other markets in year 3.
Proposed SOP: If you compare year 1 in this example to the same in Example 1, you can
see that a release made later in the year (i.e., Example 1 where the film had not hit the
video market yet), shows significantly different results than those released earlier in the
year. The proposed rules cause significant quarter to quarter swings in the earnings on
individual films.
Example 3:
Represents a loss film. In this example we assume the film is released in the domestic
and foreign theatrical markets in year 1, in domestic and foreign home video and pay
television in year 2, and all other markets in year 3.
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Appendix A (continued)

Net Margin Basis: Note that although there is no positive contribution in year 1 from the
theatrical market (theatrical revenues less exploitation costs), a net realizable value loss is
taken on the basis that these costs will not be recovered in future markets. This
accounting treatment is more in line with SFAS 5, where a loss is recorded when the loss
is probable and estimable. THERE IS NO DELAY OF AN ULTIMATE LOSS UNDER
THE NET MARGIN METHOD.
Example 4:
Represents another loss film. In this example, we assume the film is released in the
domestic and foreign theatrical markets in year 1, domestic and foreign home video and
pay television in year 2, and all other markets in year 3.
Net Margin Basis: No amortization o f film inventory is taken in year 1, as the negative
net margin in the theatrical market o f $15.7 is greater than the ultimate loss on the film o f
$15.2 million. The film inventory o f $15.9 million is recoverable from positive net
margin o f $5.8 million in year 2 and $10.5 million in year 3.
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Profit Rate

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)

Net Margin Basis:

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)
Profit Rate

Exposure Draft:

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)
Profit Rate

FAS 53:

17

77.9
(53.1)
24.8
(16.3)
8.6
10.97%

77.9
(53.1)
24.8
(31.0)
(6.2)
-7.94%

77.9
(30.6)
47.3
(31.0)
16.3
20.91%

Year 1
Dom/For
Theatrical

Example 1
Profitable Film
($ in millions)

83.2
(18.0)
65.2
(42.7)
22.5
26.98%

83.2
(18.0)
65.2
(33.1)
32.1
38.55%

83.2
(32.7)
50.5
(33.1)
17.4
20.91%

Year 2
Dom/For
Video/Pay TV

20.8
(0.4)
20.4
(13.4)
7.0
33.84%

20.8
(0.4)
20.4
(8.3)
12.1
58.45%

20.8
(8.2)
12.6
(8.3)
4,3
20.91%

Year 3 +
All other
markets

182.0
(71.5)
110.4
(72.4)
38.0
20.91%

182.0
(71.5)
110.4
(72.4)
38.0
20.91%

182.0
(71.5)
110.4
(72.4)
38.0
20.91%

Lifetime

Profit Rate

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)

Net Margin Basis:

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)
Profit Rate

Exposure Draft:

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)
Profit Rate

SFAS 53:

18

115.7
(64.0)
51.6
(33.9)
17.8
15.38%

115.7
(64.0)
51.6
(46.0)
5.6
4.86%

115.7
(45.5)
70.2
(46.0)
24.2
20.91%

Year 1
Dom/For Theat.
Dorn, Video

Example 2
Profitable Film
($ in millions)

45.5
(7.1)
38.4
(25.2)
13.2
29.05%

45.5
(7.1)
38.4
(18.1)
20.3
44.55%

45.5
(17.9)
27.6
(18.1)
9.5
20.91%

Year 2
For. Video
Dom/For. PayTV

20.8
(0.4)
20.4
(13.4)
7.0
33.84%

20.8
(0.4)
20.4
(8.3)
12.1
58.45%

20.8
(8.2)
12.6
(8.3)
4.3
20.91%

Year 3 +
All other
markets

182.0
(71.5)
110.4
(72.4)
38.0
20.91%

182.0
(71.5)
110.4
(72.4)
38.0
20.91%

182.0
(71.5)
110.4
(72.4)
38.0
20.91%

Lifetime

(31.8)

Profit (Loss)

(31.8)

Profit (Loss)

(31.8)

Profit (Loss)

0.0

27.6
(5.3)
22.3
(22.3)
0.0

(1.7)

27.6
(5.3)
22.3
(24.1)
0.0

0.0

27.6
(19.7)
7.9
(7.9)
0.0

Year 2
Dom/For
Video/Pay TV

19

0.0

14.8
(0.2)
14.6
(14.6)
0.0

17

14.8
(0.2)
14.6
(12.9)
0.0

0.0

14.8
(10.6)
4.2
(4.2)
0.0

Year 3 +
All other
markets

Note A: For simplicity of this illustration, we assume the FAS 121 loss and the ultimate loss are the same.

10.8
(32.6)
(21.7)
0.0
(10.1)

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs based on net margin
NRV write-down

Net Margin Basis:

10.8
(32.6)
(21.7)
(9.6)
(0.5)

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
NRV write-down

Exposure Draft (NOTE A):

10.8
(7.7)
3.1
(9.6)
(25.3)

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
NRV write-down

FAS 53:

Year 1
Dom/For
Theatrical

Example 3
Loss Film (requring a NRV writedown even though theatrical margin is negative)
($ in millions)

(31.8)

53.3
(38.1)
15.3
(47.1)
0.0

(31.8)

53.3
(38.1)
15.3
(47.1)
0.0

(31.8)

53.3
(38.1)
15.3
(47.1)
0.0

Lifetime

3.2
(18.9)
(15.7)
0.0
(15.7)

3.2
(18.9)
(15.7)
(2.3)
(18.0)

3.2
(3.1)
0.1
(2.3)
(13.0)
(15.2)

8.0
(2.1)
5.8
(5.7)
0.2

20

10.7
(0.2)
10.5
(10.2)
0.3

10.7
(0.2)
10.5
(7.8)
2.7

(0.0)

(0.0)

8.0
(2.1)
5.8
(5.8)
0.1

10.7
(10.4)
0.3
(0.3)

Year 3 +
All other
markets

8.0
(7.7)
0.2
(0.2)

Year 2
Dom/For
Video/Pay TV

Note A: For simplicity of this illustration, we assume the SFAS 121 loss and the ultimate loss are the same.

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)

Net Margin Basis:

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
Profit (Loss)

Exposure Draft (Note A):

Revenues
Exploitation Costs
Net Margin
Amortization of Film Costs (including Part/Resid)
NRV Writedown
Profit (Loss)

SFAS 53:

Year 1
Dom/For
Theatrical

Example 4
Loss Film
($ in millions)

21.9
(21.2)
0.6
(15.9)
(15.2)

21.9
(21.2)
0.6
(15.9)
(15.2)

(15.2)

21.9
(21.2)
0.6
(15.9)

Lifetime

SPELLING

ENTERTAINMENT GROUP INC.

R oss Glenn L andsbaum
Senior Vice President
Chief Financial Officer

January 15, 1999

Mr. Daniel Noll
Technical Manager
Accounting Standards
File 2550
American Institute of
Certified Public Accountants
1211 Avenue o f the Americas
New York, New York 10036-8775
Dear Mr. Noll:
I am writing on behalf o f Spelling Entertainment Group Inc. and its subsidiaries (“Spelling”) to
convey our comments and suggestions regarding the Exposure Draft o f a Proposed Statement o f
Position entitled “Accounting by Producers and Distributors o f Films,” dated October 16, 1998
(the “ED”). This proposed successor to Statement o f Financial Accounting Standards ("SFAS")
No. 53 will significantly impact the financial reporting o f Spelling’s operations.
Spelling’s business is principally limited to the production o f filmed product specifically for
television distribution and the worldwide exploitation o f its library of television and feature film
product, principally in the television and home video markets. We believe that the language o f
the ED principally addresses the feature film business. As a result, certain components o f the ED
either need clarification, do not apply to, or may have unintended results with respect to the
financial reporting o f our television business.
Attached are our responses to the nine questions asked in the cover letter to the ED. We have
also set out other detailed comments and suggestions immediately following the numbered
responses. However, the following items are a general summary of the more significant topics
covered by our comments:
■ The ED proposes that certain revenues be recognized ratably over the licensing period, unless
the sale satisfies the "substantially all'' test. We believe the existing standards for revenue
recognition within the motion picture and television industries continue to meet the
conceptual standards of GAAP and accurately reflect the economics o f the business.
T h e re fo re , w e b e lie v e th e e x istin g sta n d a rd s sh o u ld b e re ta in e d . H o w e v e r, sh o u ld o u r v ie w

not prevail, we believe that the proposal, as written, would result in wide diversity in
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application. Thus, we strongly recommend that if change is desired, it is done through the
adoption of a very straightforward standard requiring that all license agreements be
recognized on a rational basis, without regard to any “substantially all” test.
■

We strongly agree that prerelease and early release exploitation costs should be capitalized
and not expensed as incurred. Advertising costs are an integral and indispensable component
in creating a film asset. If advertising had to be expensed as incurred (i.e., the film industry
had to apply SOP 93-7 without variation), we submit that the timing and magnitude o f these
expenditures would result in misleading earnings figures. We also believe that this belief
holds true for the first-run television business in a manner similar to feature films.
Accordingly, we recommend that prerelease and early exploitation costs be capitalized and
then amortized over a first-run product’s initial three months and a feature film ’s first three
markets (i.e., theatrical, video and pay television; or a period o f thirteen months (the period
that the first three markets are typically exploited), rather than the proposed three months,
which we view as unduly short).

■

We believe that with respect to episodic television, it is imperative that the revenues used to
determine the amount, if any, initially expensed with respect to each episode’s production,
include not only the initial network and other contracted amounts, but also include the
revenues that are probable for the computation o f ultimate revenues under the standard set
forth in Paragraph 29 o f the ED. The revenues excluded under the ED, principally the first
cycle international revenues, are a key component to the business decision to produce the
show and are generally in place shortly after production is completed. Further, we believe
that the ultimates used for amortizing television product should include all revenues
contracted for during the relative time range (whether or not some portion o f the contract is
recognized outside o f the range) and that the period for including revenues be 10 years from
delivery o f the final episode.

■

While we agree that certain participation and residual costs represent deferred compensation,
we do not support the proposal that total projected participation and residual expenditures be
capitalized and included in film costs. This recommendation will have no impact on expense
recognition, but will add a significant amount to the balance sheet value o f film assets, offset
by a similar liability. We fail to see an appreciable benefit in doing so. In fact, it will be
more difficult for financial statement users to evaluate or analyze the components o f film
assets. Furthermore, the proposed rule only addresses product with an ultimate, resulting in
an inconsistency in treatment between product with and without an ultimate.

■

Spelling disagrees with the conclusion that films should be viewed as long-lived assets. Such
a standard would require the maintenance of multiple ultimates and significant disclosures
that we believe are inconsistent with the operating nature o f television assets.

■

We believe the appropriate treatment for film costs, where a classified balance sheet is
presented, is to segregate these between current and noncurrent, versus the proposal to
classify all such assets as noncurrent.
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We look forward to hearing the outcome o f AcSEC’s deliberations on our recommendations and
those submitted by others during this exposure period. Should you require further input or dialog
regarding this response, please contact the undersigned at (323) 965-5905 (e-mail:
ross_landsbaum@segi-mail.com).
Sincerely,

Ross G. Landsbaum
Senior Vice President, Chief Financial Officer
cc: Peter Bachmann, President, Spelling Entertainment Group Inc.
Jim Miller, Vice President/Controller, Spelling Entertainment Group Inc.
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SPELLING ENTERTAINMENT GROUP INC.
RESPONSE TO THE
EXPOSURE DRAFT
OF
PROPOSED STATEMENT OF POSITION
ACCOUNTING BY PRODUCERS AND DISTRIBUTORS OF FILMS
DATED OCTOBER 16,1998

The following items are the responses o f Spelling Entertainment Group Inc. ("Spelling" or the
"Company") to the questions set forth in the Exposure Draft o f the Proposed Statement o f Position
for "Accounting by Producers and Distributors o f Films," Dated October 16, 1998 (the "ED"), as
follows (organized by corresponding question number):
(1) Revenue Recognition:
We believe that the revenue recognition requirements set out in Statement o f Financial Accounting
Standard ("SFAS") No. 53 continue to fall within the conceptual framework o f U.S. generally
accepted accounting principals ("GAAP") and accurately reflect the economics o f the television
production and distribution business. This is due to our belief that the earnings process with respect
to a filmed entertainment license is completed when such a license agreement commences and the
conditions detailed in SFAS 53, Paragraph 6 1have been met. Further, we believe that attempts to
force the accounting for the filmed entertainment industry into the paradigm used in accounting for
the leasing and software industries is inappropriate as the comparisons asserted by the drafters o f
the ED between the filmed entertainment industry and leasing and software industries are based
upon insubstantial and certain coincidental similarities and ignore the real differences between the
various industries12. For example, the SEC has suggested that other industries consider the revenue
recognition criteria outlined in Statement of Position (“SOP”) 97-2, Paragraph 8 which details

1A licensor shall recognize revenue from a license agreement for television program material when
the license period begins and all of the following conditions have been met: (a.) The license fee for
each film is known; (b.) The cost of each film is known or reasonably determinable; (c.)
Collectibility of the full license fee is reasonably assured; (d.) The film has been accepted by the
licensee in accordance with the conditions of the license agreement; and, (e.) The film is available
for its first showing or telecast. Unless a conflicting license prevents usage by the licensee,
restrictions under the same license agreement or another license agreement with the same
licensee on the timing of subsequent showings shall not affect this condition.
2 For example, it is apparent that the drafters of the ED see similarities in the transitory usage of
rental real estate and the filmed entertainment businesses. We believe that the true economic
and business differences between such assets is significant (e.g., the renewable nature of filmed
entertainment assets during their lifetime; the limited proprietary interest that is vested in the
creator during the copyright period; the nonexclusive use that results from multiple sublicenses
and exploitation tracks for film assets, including secondary, or some would say primary
exploitation from merchandising, as compared to real estate; etc.).
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requirements for revenue recognition in the software industry. We believe that the requirements set
forth in SOP 97-2 are similar to the revenue recognition criteria set forth in SFAS 53 which more
closely tracks with the earnings process in the filmed entertainment industry.
Contrary to the intent o f the drafters, we believe that the revenue recognition rules proposed in the
ED will likely create a wide divergence in revenue recognition practice in the industry, thereby
exacerbating the difficulties in comparability that currently exist. In particular, Paragraph 7 o f the
ED limits the immediate recognition o f license fees to situations where the agreement involves
“substantially all” (more than 90% o f fair value) o f a film on an “exclusive basis” for an
individual “market” and “territory”. Spelling believes that each o f the quoted phrases or words is
open to wide interpretation and requires clarification, for example:
■

It appears that we are required to use a broader ultimate in computing "substantially all" than the
ultimates contemplated in Paragraph 29 o f the ED. This would be administratively difficult and
extremely cumbersome and we believe clarification is required. In addition, we believe that
there needs to be guidance as to how fair market value is computed, such as discount rates,
revenues to be included and excluded, costs to be included (e.g., are exploitation costs that are
no longer capitalized required to be maintained on an ultimate basis for this purpose) and
excluded from the calculation, etc.

■

Footnote 3 to Paragraph 7 o f the ED provides that an entity's identification o f markets and
territories is the establishment of a method of accounting. However, this raises a number o f
issues that will cause divergence in revenue reporting. For example, if an entity wanted to
reduce the potential of falling within the “substantially all” rule, they would define those
markets as broadly as possible (e.g., "television" instead o f each "network", "pay", "cable" and
"syndication" each as separate markets). Similarly, geographic markets (i.e., cities, regions,
countries, territories, continents) all can be combined in different ways. Also, presumably even
if geographic and media types were defined on the narrowest basis, if a license were to cover
more than one such market or territory, the combination o f such would be appropriate.

Without additional clarification and guidance, we believe that it will not be possible to ensure
consistency o f application within the industry' in the future. Finally, please note that we believe that
the “substantially all" rule will be very difficult if not impossible to implement on other than a
selective basis due to the high volume of licenses entered into by Spelling and all others in the
industry on an annual basis without the addition of substantial accounting resources specifically for
such purpose.
Additionally, we believe that the vagueness in the ED that allows entities to either recognize
revenues ratably or use “another systematic and rational basis” will likely lead to a large array of
interpretations and further diminish comparability. Spelling, for example, believes that a rational
basis would be to use the contractual billing dates and amounts under each contract as the
appropriate revenue recognition criteria when the “substantially all” test is not met. We recognize
that such a method is inconsistent with lease accounting under SFAS 13 which generally aims to
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recognize the lease revenue on a ratable basis. However, a typical television show will have
hundreds o f licenses and Spelling, like other companies, has a significant number o f license
agreements (we currently have in excess o f 40,000 licenses under management). Further, while not
identical to an even flow over the license term, the contractual billing dates and amounts are based
on sound business issues that reflect the economics o f the particular license. Additionally, we
believe the use o f another method (e.g., ratably over the license period) would generally result in
limited additional value to our financial statement reader given that the term o f the typical license is
generally limited to under three years and the effect o f proration would be immaterial to our
financial statements. Also, we would be required to make a substantial investment in information
systems modifications which will conflict with our year 2000 demands and we will require
substantially more accounting resources to account for revenue recognition under a pro rata method.
Thus, we believe that such a requirement is not consistent with the general “cost v. benefit” concept
underlying GAAP.
Alternatively, other companies may elect to recognize 80% o f a license fee in the first year o f the
term on the basis that most o f the value to the customer is in the first airing, with the remaining 20%
recognized in years two and three o f the term. Other companies may argue that the value is earned
evenly over the three-year term.
Therefore, as we believe that the earnings process is substantially complete upon delivery and
commencement o f a license agreement, and taking into consideration the significant cost involved
to implement the proposed rules, as well as the exacerbation o f non-comparability among
companies in applying the proposed rules, we recommend that the existing requirements o f SFAS
53 for revenue recognition be retained. We believe that this will ensure more consistent and
comparable financial statements among companies in the filmed entertainment industry.
However, if the AcSEC believes that a change from the current standard is required, we recommend
the following changes to the ED:
■ The most straightforward standard would be eliminate the “substantially all” test. If the
“substantially all” test remains in the final SOP, then we recommend that “substantially all” be
measured by reference to the applicable revenue estimate carried in the ultimate defined under
Paragraph 29.
■

We believe that it is appropriate that the recognition of revenue on a billings basis should be
specifically identified as a systematic and rational revenue recognition method.

(2) Impact on Revenue Recognition Due to the Requirement to Make Significant Changes to a
Film:
In general. Spelling disagrees with the characterization o f dubbing and subtitling as significant
changes that would delay the revenue recognition associated with a license as proposed in
Paragraph 12. The ED acknowledges that revenue recognition should not be precluded if an
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arrangement requires an entity to make insignificant changes to a program after its delivery,
assuming all other conditions o f Paragraph 6 o f the ED have been met. Generally, the cost of
dubbing and subtitling an hour o f episodic television into all required languages generally runs
between $15,000 and $20,000, and usually take about three to four weeks to complete. In the
context o f the cost o f the production o f an hour o f episodic television (ranging between $650,000
and $2,000,000 per an hour), license fees and contract durations, we submit that dubbing and
subtitling are-not significant issues and that the earnings process has been substantially completed at
the time the filmed product is completed in its native language, and should not preclude timely
recognition o f revenues.
We recommend dropping the second sentence o f Paragraph 12, and that dubbing and subtitling be
included as an example in the third sentence.
(3) Proposal to Accrue Participations and Residuals in Total:
Spelling disagrees with the proposal to accrue total (or ultimate) participations and residuals on its
balance sheet before the related revenue recognition event has occurred. While we agree that
certain participation and residual costs represent deferred compensation (services have been
rendered, liability is probable and total cost is reasonably estimable), we do not support the proposal
that total projected participation and residual expenditures be capitalized and included in film costs.
This recommendation will have no impact on expense recognition, but will add a significant amount
to the balance sheet value o f film assets, offset by a similar liability. We fail to see an appreciable
benefit in doing so and, in fact, we believe it will make our financial statements less valuable and
more confusing to the user. In fact, it will be more difficult for financial statement users to evaluate
or analyze the components o f film assets. Further, while the total participation and residual may be
estimated based upon the existing ultimates, the timing of the related payments beyond the very
short term is not reasonably estimable, resulting in a less than accurate discount o f the liability. In
addition, we believe that computation o f the discounting o f this liability with respect to significant
numbers o f contracts and product that we have in distribution will require a substantial increase in
accounting resources. Finally, the proposed rule only addresses product where an ultimate is
maintained, resulting in an inconsistency for product where no ultimate is maintained (the product’s
life cycle is past the ultimate window).
(4) Early and Prerelease Exploitation Costs:
Spelling Entertainment is not currently in the theatrical filmed entertainment business. However, as
a syndicator of,first-run television product, we believe that we are faced with analogous business
issues and that rules similar to the capitalization rules for prerelease and early exploitation costs
associated with theatrical films should be applied to first-run television product as well. We believe
that if SOP 93-7 were to be applied to our television product (i.e„ eliminate capitalization o f early
and prerelease exploitation costs), significant volatility as a result o f the loss o f matching of
e x p e n d itu re s to th e re la te d re v e n u e s w ill o c c u r in o u r e a rn in g s th a t w o u ld b e u n h e lp fu l to th e u s e rs

of our financial statements.
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We agree with the Task Force’s conclusions that advertising costs are an integral part o f a film
asset, and we refer to Concepts Statement No. 6, Paragraph 25 which states that “assets are probable
future economic benefits obtained or controlled by a particular entity as a result o f past transactions
or events.” Advertising costs associated with the launching o f a new first-run television show are
assets according to this definition. Concept 6 further states that recognition in income o f the costs
o f such assets is deferred until the future economic benefits underlying the assets are partly or
wholly realized.
SOP 93-7, Reporting on Advertising Costs, states that all advertising costs, except certain direct
response advertising costs, should be expensed as incurred or on the first time the advertising takes
place. While SOP 93-7 recognizes that there are probable future benefits derived from advertising
expenditures, it concludes that for most advertising (except direct response advertising), these
benefits cannot be measured with the degree o f reliability required to report an asset in the financial
statements. Because SOP 93-7 carved out an exception for SFAS 53, its drafters did not have to
address if the benefits o f filmed entertainment prerelease advertising could be measured. We
contend that these benefits can be identified and measured, as is acknowledged by AcSEC in its
Basis for Conclusions within the ED (see Paragraphs 69 to 87).
Spelling believes the benefits o f its prerelease launch costs can be directly linked to the initial three
months o f a new first-run program’s initial broadcast season. The prerelease advertising costs
incurred are directly linked to the scheduling and airing o f the show during that period, and unlike
the introduction o f a disposable tangible product, are aimed at delivering the potential viewer to a
specific location at a specific time that is closely tied to the revenue received for that program
during those initial months.
Finally, we believe that if first-run television programming is not granted an exception from SOP
93-7 that is similar to the exception granted to similar costs for theatrical product, then at the very
least we suggest that the proposed rules be modified to allow deferral o f such costs until the initial
air date for the program when all such costs would be immediately expensed. Otherwise, the bulk
of such advertising costs will be recorded before any related revenues are recognized, resulting in
significant volatility of earnings.
Additionally, while Spelling is not currently in the feature film business, we believe an argument
can be made to amortize advertising costs over the theatrical, home video, pay television and
network markets (a time period o f approximately two years) for such product. Without a certain
level o f theatrical advertising, the chances o f recouping a film investment are low. The benefits o f a
higher awareness o f a film resulting from a successful advertising campaign are proven to directly
impact the success in the home video, pay television and network markets. In the case o f pay
television and network, the license fees for each film are often contractually driven by theatrical
rentals. The overlying requirement for an impairment calculation (using SFAS 121 or the ultimate)
provides further safeguard in that it would require an entity to write these costs off sooner in the
event there was no probable future economic benefit. Although we believe the benefits o f theatrical
exploitation costs are realized over a period o f approximately two years, we concede that
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amortization over the first three markets; i.e., theatrical, home video and pay television; or a period
o f thirteen months is a reasonable compromise and should be strongly considered by AcSEC.
(5) Proposed Disclosures:
We disagree with Paragraph 43 of the ED which proposes that film costs be classified as
noncurrent. As with all other assets, we believe that resources that are reasonably expected to be
realized in cash, sold, or consumed, during the next year should be classified as current assets in
accordance with ARB 43, chapter 3A, Paragraph 4. As such, film costs, including any participation
and residual costs that have been accrued, should be categorized between current and noncurrent,
and not simply lumped into a catch-all noncurrent category. Further, with respect to our financial
statements, we believe it is important for the user to evaluate the long-term nature or short-term
nature o f our filmed entertainment assets as it will be rare that assets carried on our balance sheet
would be of a long-term nature given the amortization rules proposed in the ED. As a result, the
reporting o f all o f our filmed entertainment assets as a noncurrent asset will likely be misleading to
the user o f our financial statements and provide less information with respect to the realizability o f
our production. Therefore, we suggest that the amounts projected to be amortized within one year
would be classified as current, with all other capitalized film costs classified as noncurrent assets be
retained.
We also disagree with Paragraph 44 of the ED that proposes that cash flows representing additions
to film costs should be reported as investing activities in the entity’s statement o f cash flows. We
view the cash outflows associated with television production, including participation and residual
payments, as payments for goods and services for resale. As such, these outlays meet the test for
operating activities set out in SFAS 95 (i.e., transactions that enter into the determination o f net
income, in accordance with Paragraph 21). These payments also do not specifically meet the
definition of cash outflows for investing activities in SFAS 95, Paragraph 17, which in part defines
investing cash outflows as expenditures for "property, plant and equipment and other productive
assets”. A film asset is the product of a film company as distinguished from the company’s
productive assets used to produce that film asset. Further, an inconsistency will arise if these cash
outlays must be classified as investing activities, while revenues from exploitation o f the film assets
as well as amortization, exploitation and development costs most certainly qualify as operating cash
flows.
We are confused by Paragraph 47 in the ED. It appears that it is asking for some form o f additional
calculation of participations due based upon GAAP revenue recognition which would vary
significantly from the contractual liability. Actual participation payments (and the resulting current
liability) are computed on individual contractual bases that usually differ substantially from GAAP
(for example, statements are often prepared on a cash basis only, or incorporate contractual interest
charges on cash deficits). The entity's ultimate participation liability is, o f course, computed
regularly according to relevant contractual bases, and provides the basis for what is, essentially, a
ratable accrual. A calculation based upon " G A A P revenues recognized to date,” if done on a
regular basis, would be prohibitively costly and inordinately complex and we find it difficult to
conceive what meaningful use a reader would have for this information. Additionally, to the extent
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the participation and residual payments are due within one year from the balance sheet date, these
amounts will be classified as a current liability in the financial statements. Therefore, we
recommend removal o f Paragraph 47 before the proposed SOP is finalized.
(6) Proposal to Treat Film Assets as Long-Lived Assets:
Spelling disagrees with the conclusion that film assets should be considered long-lived assets. In
addition to the fact that television programming generally has a short life, long-lived assets are
assets used in the operations o f a business, rather than assets held for sale in the ordinary course of
business such as episodic television. ARB 43, Chapter 4, Statement 1, defines the term inventory as
“those items o f tangible personal property which (1) are held for sale in the ordinary course o f
business, (2) are in the process o f production for such sale, or (3) are to be currently consumed in
the production o f goods and services to be available for sale.” Television programs (i.e., film
assets) are unique intellectual property assets, which are sold and re-sold, licensed and re-licensed,
over short or long periods in multiple markets and territories (each o f which can be very subjective
in their definitions). However, in lieu o f comparing such license “units” to the leasing o f a building,
we believe that the nature o f the exploitation o f television assets is to treat each o f those units
similar to an inventory unit. One might argue that the use o f income forecast depreciation is
inappropriate under that scenario; however, we believe that it is merely a simplified accounting
approach to allocate the costs to each unit sold. In addition, absent the success that then results in
significant secondary market values, overall episodic television has a relatively short life since the
majority o f episodic television series are cancelled in their first year. Our television assets are the
primary source o f our revenues, possess characteristics that are unique and do not invariably share
the same accounting attributes of long-lived assets that are typically used to create other assets. It is
not the period over which an asset is exploited which defines it as long-lived; rather it is the nature
of the asset.
In addition, SFAS 121 was not drafted for other than one-off events, and not ongoing ordinary
course o f business events which drive the value o f the film inventory asset. This is exemplified by
the disclosure requirements in Paragraph 14 of SFAS 121. A s a result, if the long-lived asset
treatment is retained, we believe that it is important to eliminate disclosure requirements of
Paragraph 14 o f SFAS 121.
Most importantly and as noted in our cover letter, the ED suggests that entities will be required to
maintain several incompatible sets of ultimates: (1) an ultimate used for amortization purposes
based on the ten and five year rules which are prepared on a nominal basis; (2) ultimates on market
by market bases to support the “substantially all” calculation; and, (3) an ultimate required for
SFAS No. 121 purposes reflecting fair values (i.e., extending beyond 10 years) that will be
discounted. Additionally, the ED has strict guidelines on what can be included in the film ultimate
gross revenue estimate (i.e., Paragraph 29), while there are less specific guidelines in determining
revenues to be included in the other ultimate calculations. This will result in inconsistencies in the
measurement of the film write-down calculation within the industry. Therefore, we recommend that
a uniform ultimate be used for all of the above purposes as the basis for all accounting measures o f
a film asset's financial performance.

13AICPA

7

Given the changes in the capitalization (i.e., proposed loss recognition rules for episodic television,
limitation on revenues included in ultimates, etc.) rules for episodic television, we expect that there
will be very few instances under the new rules where an impairment write-down is required.
However, for the sake o f simplicity and because we believe that any write-down arising as a result
o f the preparation o f an individual film ultimate in accordance with this proposed SOP will, in all
material respects, achieve the same economic outcome as the current methods employed under
SFAS 53, w e recommend dropping the proposed application o f SFAS 121 to film assets on the
basis that film assets are not long-lived assets, and if the individual film forecast computation
method indicates impairment, an immediate write-down o f the film’s asset value will be recorded
based upon the undiscounted ultimate used for film amortization.
(7) Proposed Loss Recognition for Episodic Television:
Spelling generally agrees with the ED’s recommendation that "episodic losses" be expensed as
incurred (Paragraph 31, final sentence). We concur with the ED's rejection o f a requirement to
report “up-front” the total loss for all episodes expected to be produced, and see appropriate
parallels to accounting for funded research as prescribed in SFAS 68. We can also note that
contracts are rarely held to if it is in the interest o f both parties to cancel an unsuccessful series.
Accordingly, the SFAS 5 criteria o f recording a loss for all contracted episodes have not been met
in the early stages of a series, as the loss for all contracted episodes is not probable or estimable.
However, we are concerned as to how "episodic losses" for this purpose are defined, most
specifically by a phrase in the first sentence o f Paragraph 97 and in the third sentence o f Paragraph
31 that appear to contradict, rather than amplify, the standard proposed in Paragraph 29. Paragraphs
97 and 31 state that production costs for each episode in excess o f “revenue contracted for” that
episode should be expensed immediately (emphasis added). We believe that this should be clarified
to read “ estim ated gross ultim ate revenues.” This phrase could then be footnoted to clarify that
these are to be ascertained by reference to an ultimate prepared in accordance with the requirements
o f Paragraph 29 (and 29 b.). Without this clarification, Paragraphs 97 and 31 indicate the loss to be
recorded will differ from the ultimate, which likely contains estimates for more or less
contemporaneous revenues from Canadian and international customers (but where contracts are
unlikely to exist when the episode is being produced or contemporaneous with the original airing).
We believe that this distinction is important, as those international contracts are equally significant
to the production decision and economics as is the license fee with respect to the initial marketplace.
In truth, network television that is produced in the US is an international product and while the
development is often driven by the US networks, it economically could not or would not be
produced without the international market economics.
Additionally, it is important for the AcSEC to note that the proposed episodic loss rule will
significantly increase the volatility o f Spelling's earnings. This is due to the fact that quite often
production with respect to a show will commence anywhere between three to six months prior to
the commencement o f airing o f that show. As a result, the recognition o f the deficit with respect to
that production will significantly (by as much as two quarters) precede the revenue recognition
event with respect to the airing of the show. While this volatility is not uncommon in software and
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other industries, we believe that this will be an anomaly in the filmed entertainment business, and
will be quite evident at Spelling and the other non-studio producers o f television product due to a
lower diversity in business operations.
(8) Proposed Treatment of Unproduced Development Assets:
Spelling agrees with the proposed requirement that a property that has not been set for production
within three years from the time o f the first capitalized transaction should be considered disposed.
Further, while not consistent with our current accounting, we agree with the AcSEC’s
recommendation that losses on abandoned properties be recognized by a direct charge to income.
Spelling currently follows Paragraph 17 o f SFAS 53 which currently allows an entity to include
these losses within production overhead (which is then capitalized over films actually produced).
(9) Proposed Transition Provisions:
Spelling supports the proposed transition requirement to include in income the cumulative effect o f
changes in accounting caused by adoption o f the proposed SOP and the waiver o f reporting
requirements o f Paragraph 21 o f APB No. 20. It should be noted, however, that the calculation of
the cumulative effect is an extremely point-in-time driven calculation. Further, such a calculation
will be incredibly complicated, it will be time consuming and it will require significant resources to
compute.
The amount of the cumulative effect will be driven by the timing and success o f the products
released in the periods prior to implementation. Prior to adoption, we believe that it will be
impractical to compute an estimate of the impact and we believe that reporting entities be allowed
to either disclose an estimated range of the impact, or state that the impact cannot be quantified
ahead of time due to the time sensitivity of the rule changes.
If the SOP is ultimately adopted as drafted in the ED, Spelling will be required to substantially
modify several major accounting systems which wifi impede with our current year 2000 work.
Further, our accounting staff will be sorely taxed to recompute revenue recognition and
amortization under the new rules. As a result. Spelling believes that its earliest possible
implementation date for the proposed SOP is mid-2001. Additionally, the existing preoccupation
with year 2000 issues being tackled by our Information Systems resources (and everyone else’s)
between now and mid-2000 will adversely impact the ability to begin work on the detailed changes
that will only be known when this proposed SOP is finalized. For that reason, it is important that
the final rules be issued far ahead o f the expected adoption date so an orderly transition is
accomplished. Therefore, we recommend that implementation be delayed at the least until after
2000. Preferably, upon release o f the final SOP, AcSEC should build in sufficient lead-time so
companies can incorporate these changes on an orderly basis in their planning cycles and financial
systems prior to implementation.
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Other Responses and Suggestions
In addition to issues raised by the questions put forth in the ED, we believe the following significant
issues should be considered by AcSEC in their deliberations:
(A) Ten and Five Year Rules for Ultimates:
Paragraph 29 stipulates that film costs should be amortized within a period o f ten years. Spelling
agrees with the need to establish some reasonable time parameter. However, under the proposed
SOP, certain syndication contracts will be recognized under some rational basis in the future. As a
result, it will be necessary to recognize the revenues associated with sales contracts where some of
the revenues will be recognized within, and some outside, the ten-year period, with those revenues
outside o f the ten year period being excluded from the revenue ultimate and bearing no amortization
cost. We believe that this is not the intended result. Also, the splitting o f sales contracts between
the portion that is within and outside o f the ten year window will be extremely resource intensive.
In addition, we are also concerned that this issue becomes further aggravated by the five year rule
(Paragraph 29). We believe the "five years from the date o f delivery o f the last episode, if later”
rule for television series is inconsistent with the economics o f successful television production (for
which this rule is intended). Spelling has a track record of successful series which remained in
active production for as many as seven to nine years (seasons). Each series possesses substantial
syndication value after production ceases and certainly for a period far in excess o f five years from
the production o f the last episode; a period o f time which we believe is extremely arbitrary.
Therefore, we believe that the five year rule should be extended to ten years from the production o f
the final episode. We believe that this is consistent with the economics o f an episodic series for
which this rule is intended and is more appropriate.
Therefore, we recommend that two modifications be made to the third sentence o f Paragraph 29 o f
the ED, as follows:
■

The word "recognized" with the phrase "contracted for, provided revenue recognition with
respect to such contract will commence.”

■ Delete the phrase "five years".
(B) Home Video Distribution:
In general. Spelling distributes its home video rights through subdistribution licenses. However, as
we have been in the direct distribution business and could be again, we believe the following issues
should be addressed:
■

We recommend that video duplication costs be separated out from the definition o f exploitation
costs. These costs qualify as “inventory” as defined in ARB 43. Video cassettes are tangible
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property which are held for sale and, as such, should be capitalized as inventory and expensed as
the video units are shipped to customers and the related revenue is recognized. (Further
parallels can be drawn to duplicating costs for computer software, as prescribed by SFAS 86.)
■

We recommend advertising costs incurred in connection with the launch o f a film in the home
video market results in a clear benefit that is clearly derived from the associated marketing
campaign. Such campaigns often take place before the video release date and initial recognition
o f revenue. We recommend these costs be capitalized and amortized over revenues earned in
that market (not to exceed three months), similar to our point in item (4), above, with respect to
first-run television product.

If the above exception from SOP 93-7 is not sanctioned for video marketing costs, then we urge
that, at the least, the proposed SOP allow deferral o f home video advertising costs until “street
date”, when all such costs would be immediately expensed. Otherwise, the bulk o f video
advertising costs will be recorded before the related revenues are recognized, resulting in significant
distortions o f earnings. Again, we contrast the “one shot” attributes o f each exploitation window
for a motion picture versus the ongoing nature o f products such as automobiles. Similar to
theatrical revenues, first cycle home video revenues for a film invariably are earned within a period
o f less than 13 weeks.
(C) Use of Estimated Margin in lieu of Gross Revenues for Amortization:
Apart from the ED ’s proposals concerning revenue recognition, the most significant change is, o f
course, the recommendation to expense exploitation costs as incurred. The ED maintains the same
basis for amortizing film inventory (including participations and residuals) put forth in SFAs 53,
which was based on ultimate gross revenues. Given the proposed changes in accounting treatment
for exploitation costs, the basis for amortizing film costs should be re-visited.
AcSEC acknowledges (Paragraph 73) that early advertising costs are an integral part o f a film asset;
and, concluded that these costs should be expensed within three months o f release if not sooner.
When amortization of film costs (including participations and residuals) is combined with the
expensing of exploitation costs, most film assets will report losses early in their release, irrespective
o f the expected overall profitability o f the asset. This outcome will be counterintuitive to users of
financial statements.
A potential solution to this issue would be to use ultimate revenues, net o f exploitation costs, as the
basis for amortizing film cost versus gross revenues.
Concept Statement No. 6, Paragraph 26, states, in part, that one o f the essential characteristics o f an
asset is that “ ... it embodies a probable future benefit ... to contribute directly or indirectly to future
net cash inflows.” Further, it states that recognition in income of the costs o f such assets is deferred
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until the future economic benefits underlying the assets are partly or wholly realized. Therefore, we
believe that GAAP suggests that the more appropriate amortization basis is ultimate expenses net of
future exploitation costs.
Please note that it would not be appropriate to use the net revenue basis in computing the loss
recognition for episodic production to be expensed, as such a method would result in an accelerated
charge to earnings.
(D) Proposed Rules Regarding Changes in Estimates:
Spelling disagrees with Paragraphs 41 and 42 that recommends changes in estimates be recognized
prospectively beginning in the interim period of change. We fear that the prospective only approach
will lead to more aggressive estimating necessary to meet a particular interim financial reporting
need by various entities. Under SFAS 53, a conservative initial estimation with respect to any
product is supported as better than expected performance can be taken back into income within the
same year. While we understand that most accounting estimates are taken prospectively from the
beginning o f each interim period, we believe the film business is unique in nature, and this rule will
cause less conservative estimates in the initial year o f release. We find parallels in the film business
to SFAS 38, Paragraph 4 (b), which allows an entity up to one year to allocate the purchase price to
the various assets acquired and liabilities assumed in a business combination.

***
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January 21, 1999

Mr. Dan Noll
Technical M anager Accounting Standards
File 2550
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Dan,
As you know, 1 am the only member o f the Task Force who is not an accounting practitioner, but a user
o f the financial statements generated, a security analyst covering the entertainment industry for an
international investment bank.
My strong feelings in support o f the PSOP are well known. In responding to the Issues in the Exposure
Draft, 1 have found only two issues with which partially to disagree.
First is Issue #1
I agree that licensies for films for a limited period should be treated as leases, and the
licenses should be recognized over the life o f the lease period.
However, I
“substantially all o f the benefits” rule which would treat certain transactions as sales.
give rise to unacceptable manipulation o f earnings. There are two ways to manipulate

income from these
disagree with the
The 90% rule will
results:

1. The definition o f a market and territory is left unclear: is it all Television? Free Television including
or excluding basic cable? Network Television alone? or even Television in Toledo? To record income at
the commencement o f a license rather than ratably over the period, a company needs only to define the
market or territory narrowly.
1. If the transaction is to be treated as a lease, the recognition o f revenues “ratably over the period” of
the lease is likely to give leeway for manipulation. There is an argument to be made for greater
weighting in the early periods of a syndication contract, for instance, but how much weighting for a
particular contract? This introduces considerable discretion in quarterly and annual reporting.
I believe this could result in considerable management of quarterly earnings and needs to be changed.
Even the SFAS 53 arrangement— first available playdate— may be preferable to that o f the SOP. To
diminish discretion, 1 greatly prefer recognition of income evenly over the license period (assuming, of
course, there is a fixed consideration). Such procedure will be consistently applied within a company,
and across all companies. It has the additional advantages to investors that it will avoid sudden blips
which distort income, as in SFAS 53, and in most cases avoid a ballooning o f long term receivables, as is
also the case under SFAS 53.
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Second is Issue #3
Placing the liability for participations and residuals on the balance sheet as soon as ultimates are
estimated will distort balance sheets both on the liability side and on the corresponding asset, film costs.
The general view o f a liability in the financial community is that it is an obligation incurred, not
estimated to be created by future business. The fact that a reasonable estimate o f that future business
can be made is not a good enough reason to put the liability on the balance sheet before the necessary
revenues are booked. It is contrary to more familiar practice. For example, real estate owner/operators
know within narrow limits what future real estate taxes they will incur, but they do not put the expected
liability on their balance sheets.
Likewise, to us, an asset is a property that has been paid for with some consideration, not an estimated
future cost. Film costs should no more include expected payments to talent if and when earned than they
should include the expected exploitation costs estimated to be incurred. Both are estimated at the same
time.
I can envision some particularly egregious balance sheet distortions resulting from the grossing up o f
film cost assets and participation and residual liabilities. Take the case o f a distributor who purchases
the right to distribute a film for— say— five million dollars, and after out-of-pocket costs and a small
distribution fee, all net revenues are to revert to the copyright owner. If the film is estimated to gross
$50 million, returning perhaps $30 million to the copyright owner, the million dollar investment would
show up on his balance sheet as $31 million.
The position taken in the SOP will be confusing to equity analysts and, I strongly suspect, to lenders.
The PSOP, in my view, fails to reflect the true nature o f participations.
They actually represent a
gamble on the part o f the owner o f those points that the film will be successful; they are not a fixed
amount payable after release. (Deferred payments, such as additional cash payments to actors or crafts
people that may be payable when— say— a distribution pact is signed, would logically be considered a
film cost and thus capitalized.) These ‘'points” are equity in the film given to those participants at no
cost, similar in many ways to management stock options. The expected payouts should be accrued as
revenues are earned, the SFAS 53 approach; they should not be capitalized and amortized.

I have no disagreement with any o f the other Issues.
Sincerely,

TIME WARNER
January 22,1999

Mr. Daniel Noll
Technical Manager, Accounting Standards
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, N Y ' 10036-8775

File Reference: File 2550, Accounting by Producers and Distributors o f Films
Dear Mr. Noll:
We are writing this letter to comment on the exposure draft o f the Accounting Standards Executive
Com m ittee’s (“AcSEC”) proposed Statement o f Position (“SOP”), “Accounting by Producers and
Distributors o f Films.”
We are fully supportive o f the general direction o f the project and commend AcSEC on its efforts to curb
the potential for abuses o f accounting for film costs. In particular, we support efforts to conform practice and
to improve standards for developing estimates of ultimate revenue. However, we do not agree with several
o f the SOP’s conclusions:
♦ Revenue recognition - The SOP generally requires that revenue for licensing arrangements be recognized
over the life o f the licensing contracts by analogy to the concepts o f lease accounting. We disagree and
continue to support existing practice in the film industry, whereby revenue is recognized when the
earnings process is substantially complete. We believe the earnings process is substantially complete when
the film print is available for delivery' and exhibition by the licensee because the licensor has no
continuing involvement or future obligations under the terms of the licensing agreement. We believe that
revenue recognition should be based on an analysis of an individual transaction or contract, without regard
to future unrelated transactions. This transaction-based approach is consistent with the revenue
recognition criteria for the licensing of software. In addition, the SOP appears to be internally inconsistent
in that it creates a separate set o f revenue recognition criteria for licensing arrangements that far exceeds
the revenue recognition criteria used in other distribution channels for the same film product. Moreover,
the SOP indicates that the lease accounting analogy was made for licensing arrangements because many
licensing arrangements are exclusive arrangements. We do not view licensing arrangements as exclusive
arrangements because the licensed products are available simultaneously to consumers in many different
mediums.
♦ Advertising costs - The SOP requires the cost of advertising in the theatrical market to be capitalized and
amortized to expense over the shorter of the theatrical release period in each market and territory or three
months. This proposed accounting is a significant improvement to existing practice. However, we believe
that a better accounting model would be to follow the existing accounting framework in SOP 93-7,
"Reporting on Advertising Costs" (“SOP 93-7"), which would require the cost of advertising in the
theatrical market to be expensed as incurred. We have this view because we believe the accounting for
advertising costs should be consistent across industries. That is, we cannot support an approach that would
be inconsistent with the general practice as prescribed by SOP 93-7 for other industries, several o f which
are represented in Time W arner's consolidated financial statements. This is particularly true given the
unpredictable nature o f the film business relative to other businesses and the inability within the film
industry to demonstrate that sufficient probable future benefits exist with respect to advertising costs.
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♦ Changes in Estim ates - Film costs are expensed based on their relationship to ultimate revenues.
Estimating ultimate revenue during the first six months of a film's release is a subjective process. Under
FAS 53, changes in estimates during interim periods are applied retroactively to the beginning o f each
fiscal year. Using this approach, we believe companies continuously make their best estimate o f ultimate
revenue because they know that, if an estimate proves to be incorrect, they can revise it - up or down within the same fiscal year. Unfortunately, we believe that the requirement o f the SOP to revise estimates
prospectively beginning in the period o f change could reduce the effectiveness o f the SOP and possibly
encourage abuse in the area o f estimating future revenue. Without the ability to retroactively refine
estimates, we believe this proposed change might have the unintended effect o f encouraging companies
to delay reductions in ultimate revenue estimates until the absolute latest period. That is, companies may
hesitate before lowering revenue estimates because to do so would result in recognizing an expense, which
could not be reversed in subsequent periods even if ultimate revenue estimates improve significantly. We
believe AcSEC should consider retaining the existing methodology for retroactive treatment under FAS
53.
♦ Capitalized interest - The SOP defines production costs to include capitalized interest. Consistent with
our views that film costs should be treated as inventory, we believe that interest costs should be treated
as a period cost and not be eligible for capitalization under FAS 34, "Capitalization o f Interest Cost"
("FAS 34"). This position is further supported by the uncertainty that exists over the ability to estimate
consistently the recoverability of capitalized interest costs from cash flows generated by individual films.
This uncertainty is particularly high during the production phase, which is the period that a significant
portion o f costs is incurred and a critical period during which the appropriateness o f interest capitalization
must be evaluated. Moreover, the short timeframe for film production o f six to nine months raises
substantial doubt about whether the benefits of capitalizing interest exceed the costs.
♦ Developm ent properties - The SOP requires that the cost for overall deals and properties (such as film
rights to books or original screenplays) be written off if the property has not been set for production within
three years. Industry experience indicates that the substantial majority o f these projects ultimately are not
set for production. Consequently, we believe that such costs generally should be expensed as incurred,
similar to the treatment o f research and development costs, unless it is probable that production will begin
within one year. If production does not occur within one year, those costs previously capitalized should
be expensed.
♦ Participation costs - The SOP requires estimates of ultimate participation liabilities to be recognized on
the balance sheet upon a film's initial release. We disagree with this approach and continue to support
existing practice, which requires participation liabilities to be accrued as revenue is earned. Our view is
consistent with existing practice and practice in similar industries.
♦ Ultimate gross revenues - The SOP permits ultimate gross revenues to include revenue estimates for up
to ten years for individual films and possibly longer for episodic television series. In general, we believe
a term of ten years is too long. Instead, we recommend that revenue estimates be limited to a period o f
seven years unless there are executed contracts that cover periods beyond seven years. We reached this
conclusion because seven years is the approximate time period for a film to complete its first cycle o f
exploitation. In addition, our recommendation is influenced by the difficulty inherent in projecting revenue
amounts beyond seven years unless a third-party contract exists.
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♦ Long-lived asset model - The SOP requires that film costs be treated as a long-lived asset instead o f
inventory. We disagree and instead support the existing inventory model for film costs. In particular, we
support classifying film costs that are expected to be amortized over one year as current assets in the
balance sheets and treating expenditures on films as operating expenses in the statements o f cash flows.
Also, we support measuring impairment using a lower-of-cost or market approach. This inventory model
is more consistent with the relatively short-term economic life o f film product (i.e., generally, over 90% of
Time Warner’s film inventory is amortized within three years o f release, with a majority of this amortization
occurring within the first year), and is more representative o f a film company's business.
* Disclosures - The SOP requires expanded disclosures if the percentage o f unamortized film costs for
released films that are expected to be amortized within three years o f the balance sheet date is less than 60%.
We believe that this disclosure threshold is too low and inconsistent with the economics o f the industry.
Rather, we believe that an 80% threshold would be more appropriate and improve financial reporting.
Each of these matters and some other less significant items are presented in more specificity in an Appendix
to this letter. If you have any questions or comments, or if you would like to meet with us to discuss our views
on the SOP, please contact James Barge at (212) 484-8750.
Yours truly,

James W. Bange
Vice President and Deputy
Controller
Time Warner Inc.

Sr. Vice President and
Controller
Warner Bros.

Assistant
Controller
Time Warner Inc.

Appendix A
Revenue Recognition
Licensing Arrangem ents

50, 51)

W e believe revenue should be recognized when the earnings process is substantially complete. In other
words, we believe revenue should be recognized when the conditions under paragraph 6 o f the SOP, and only
those conditions, are satisfied. For licensing agreements, we believe that the earnings process is complete
when the film print is available for delivery and exhibition by the licensee. We have reached this conclusion
because the licensor has no continuing involvement or future obligations under the terms o f the licensing
agreement.
The conditions in paragraph 7 are incremental to the conditions under paragraph 6 o f the SOP and only are
applied to revenue recognition for licensing arrangements. Paragraph 7 states that licensing revenue should
be recognized only when the transaction transfers “substantially all” o f the benefits and risks in an individual
market and territory. We do not believe that this concept, which is derived from the lease accounting
framework, should be extended to the accounting model applicable to distributors o f films. The reasons for
our views follow.
First, we believe that revenue recognition should be based on an analysis o f an individual transaction or
contract, without regard to future unrelated transactions. That is, we believe revenue should be recognized
if, under the terms o f the transaction or contract, the criteria in paragraph 6 o f the SOP are met. We do not
believe the revenue from that transaction should be affected by the revenue from other transactions within
that market and territory. After all, why does it matter whether a film is expected to be remarketed after the
licensing period? This transaction-based approach is embodied in the revenue recognition criteria for the
licensing o f software under SOP 97-2, “Software Revenue Recognition,” and is consistent with the standards
o f revenue recognition under Financial Accounting Concepts Statement No. 5, “Recognition and
M easurement in Financial Statements of Business Enterprises.”
Second, the SOP indicates that an analogy to FAS 13 was made for licensing arrangements because many
licensing arrangements are exclusive arrangements. We do not believe the exclusivity o f an arrangement
should be a factor that significantly affects revenue recognition for that arrangement. There are many
arrangements that are considered exclusive to the buyer that are recognized as sales by the seller (e.g., sales
o f build-to-suit buildings, sales of unique manufacturing equipment and sales o f top secret defense
equipment). Moreover, even if exclusivity was considered a determining factor, we do not view licensing
arrangements as exclusive arrangements because the licensed products are available simultaneously to
consumers in many different mediums. That is, the film industry’s business model allows a film company
to pursue the consumer using several distribution channels after a film initially is exploited, even though
exclusive rights have been granted in a specific media. For example, consumers can choose to buy or rent
a video for viewing at the same time the product is available on pay-per-view, other cable, or broadcast
television. This ability of consumers to have simultaneous access to film product in various mediums will
continue to grow as additional distribution outlets develop in connection with improving technologies, such
as video-on-demand over high-speed cable networks. Further, a recent industry trend has been to share
licensing rights between broadcast network and cable television exhibitors— further blurring the line between
exclusive rights.

Third, it appears to be internally inconsistent to create a separate set o f revenue recognition criteria for
licensing arrangements that are substantially different than the revenue recognition criteria used in other
distribution channels for the same film product. That is, we believe the revenue recognition policies should
be the same (i.e., based on the completion of the earnings process) whether an individual film is distributed
in the theatrical, home video, pay-per-view, cable, broadcast or syndicated television markets. We are
unaware o f any other examples in the accounting literature where different revenue recognition criteria are
applied to the same product sold across different markets.
Fourth, the 10% test set forth in paragraph 7 is not practical. That is, it is not practical to estimate when
“substantially all” o f the benefits and risks in an individual market and territory are transferred to a buyer.
To put this in perspective, Time W arner has distribution rights to thousands of motion pictures, television
programs, and episodes of animation. Virtually all of these products are actively distributed. It would be very
difficult and cost prohibitive to analyze each o f these license agreements and subjectively determine if the
license in question covers greater than 90% of the remaining fair value o f the film.
Lastly, our belief seems to be shared by previous standard setters who, in considering this very issue in
connection with FAS 53, concluded that a “completion of the earnings process” approach was more prudent
and representative o f when the earnings process is complete. We believe the model in FAS 53 has worked
well over the years with respect to the accounting for licensing arrangements. As such, we do not believe
that the mere outgrowth of additional markets o f distribution since that time warrants such a radical departure
from the existing accounting model.
Significant Changes to a Film after its Delivery 1 2, 57)
We agree with the requirements of paragraph 12 of the SOP that insignificant changes to a film after
delivery, including the replacement o f offensive language or content and adjustments for running time,
should not preclude revenue recognition when all other conditions of paragraph 6 of the SOP have been met.
Accuracy of Initial Revenue Estimates
General
Paragraph 89 states that many of the accounting requirements of the SOP are based on the assertion that, at
the time o f a film ’s release, an entity can predict with a high degree o f accuracy the revenue to be generated
over the life o f the film. The paragraph goes on to say that this assertion is a key basis for many o f the
accounting requirements in the SOP.
Our experience indicates that this assertion becomes truer as each film gets closer to the end o f production
and ultimately is released in major territories throughout the world. What this paragraph fails to recognize
is that there is significant uncertainty as to ultimate revenue prior to the completion o f film production and
those estimates change during production. For example, for controversial films, estimates o f ultimate
revenues often vary significantly prior to the completion of film production because it is difficult to project
the audiences' acceptance of those types of films. Moreover, that acceptance may change by market or
territory after the film is released. In addition, after production is completed, worldwide release patterns of
a film normally are staggered. For example, for most motion pictures, the release dates in major international
territories lag U.S. release dates by one to six months. As a result of this time delay, it is common for
international theatrical, video and television estimates to fluctuate, sometimes significantly, from the
estimates set when a film is initially released in the domestic theatrical marketplace. Similarly, for episodic
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television, numerous episodes normally are aired before it can be determined if the series is a failure, a
moderate success, or a bonafide hit.
Given these facts, there is a significant amount o f subjectivity inherent in estimates o f revenue both during
the production phase o f a film and through the initial release o f a film in the domestic theatrical marketplace.
Given this subjectivity and other factors noted below, we reached different conclusions related to the
accounting for:
Exploitation costs, such as advertising (paragraph 27);
Changes in estimates (paragraphs 41 and 42); and
Capitalization o f participation costs (paragraph 26).
Each o f these topics is addressed in more detail below.
Exploitation Costs - Advertising (^27, 69-87)
The SOP requires the cost o f advertising in the theatrical market to be capitalized and amortized to expense
over the shorter o f the theatrical release period in each market and territory or three months. While we
believe that the proposed treatment of advertising costs is a major improvement to the existing accounting
model under FAS 53, we do not believe that it went far enough. Rather, we believe that advertising costs
should be expensed as incurred consistent with the framework o f SOP 93-7. This view is consistent with the
concept in SOP 93-7 that there is too much uncertainty over demonstrating or reliably measuring the extent
o f the probable future benefits associated with advertising beyond the first time the advertising takes place.
Indeed, while there are unique characteristics to the use o f advertising in the film industry, the unpredictable
nature o f the business makes it especially difficult to demonstrate that sufficient probable future benefits
exist. We believe that experience indicates that there is not a sufficient degree o f correlation between the
level o f advertising and the commercial success or profitability of a film to reasonably support capitalization.
Accordingly, we encourage AcSEC to reconsider this approach and require companies to expense advertising
as incurred, which would conform the accounting for advertising costs in the film industry with the
accounting for advertising costs in all other industries.
Changes in Estim ates ( 4 1 )
We understand that some o f the fundamental reasons for revisiting the provisions o f FAS 53 were to make
the processes for estimating future revenue more consistent between companies and to reduce the likelihood
for potential abuse in this area. We support those reasons. Unfortunately, we believe that the requirement
of the SOP to revise estimates prospectively beginning in the period of change could reduce the effectiveness
o f the SOP and possibly encourage further abuse in the area o f estimating future revenue.
We believe estimating revenue during the first six months of a film ’s release is a subjective process. It has
been our experience that the projection of a single film ’s ultimate profit or loss can vary by several million
dollars, as release patterns become evident. Under FAS 53, changes in estimates during interim periods are
applied retroactively to the beginning of each fiscal year. Using this approach, we believe companies
continuously make their best estimate of revenue because they know that, if an estimate proves to be
incorrect, they can revise it— up or down— within the same fiscal year.
Unfortunately, the provisions of the SOP are subject to abuse because there is no retroactive mechanism to
“true-up” estimates made within a fiscal year. Without this ability to retroactively refine estimates, we are
fearful that companies could use the guidance in the SOP to overstate earnings in early years and understate
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them in later years. That is, we believe this proposed change might have the unintended effect o f encouraging
companies to not reduce ultimate revenue estimates until the absolute latest period. That is companies may
hesitate before lowering revenue estimates because to do so would result in recognizing an expense, which
could not be subsequently reversed even if ultimate revenue estimates improve significantly.
While we acknowledge that changes in estimates are accounted for under APB No. 20, “Accounting
Changes,” on a prospective basis, we note that there are other areas o f accounting that provide for equally
acceptable methodologies to reflect changes in estimates, including making changes on a retroactive basis.
Those areas include (i) income tax accounting in interim periods under APB No. 28, “Interim Financial
Reporting,” (ii) construction accounting under SOP 81-1, “Accounting for Performance o f ConstructionType and Certain Production-Type Contracts,” and (iii) accounting for loan origination fees under FAS 91,
“Accounting for Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial
Direct Costs o f Leases.” Accordingly, we believe that, given the substantial judgment involved in estimating
ultimate gross revenues and the number o f alternatives that exist under GAAP for changes in estimates,
AcSEC should consider retaining the existing methodology for retroactive treatment under FAS 53.
Capitalization o f Participation Costs ( 2 6c, 88-91)
The SOP requires estimates of ultimate participation liabilities to be recognized on the balance sheet upon
a film’s initial release. We do not agree. Instead, we believe the liability for participations should be accrued
as the related revenue is earned. This accounting treatment is consistent with FAS 53 and with the accounting
for royalty arrangements in other industries, such as book publishing and music.
In addition, because the ultimate obligation to the participants is not fixed until the company receives the
cash from the underlying revenue stream, the inability to accurately estimate the amount and timing of cash
collections makes measuring this stream o f possible payments very complex, costly and impractical.
Furthermore, by analogy to SOP 96-1, “Environmental Remediation Liabilities,” and Staff Accounting
Bulletin No. 92, “Accounting and Disclosures Relating to Loss Contingencies,” discounting this liability to
reflect the time value o f money would not be appropriate because, as previously indicated, the aggregate
amount o f the obligation and the amount and timing o f the cash payments are not fixed or reliably
determinable. We encourage AcSEC to revise its proposal so that participation costs are recognized, as
revenue is earned, consistent with the requirements of FAS 53 and that o f similar industries.
Production Costs
Capitalized Interest ( 2 6 )
The SOP defines production costs to include capitalized interest. Consistent with our views that film costs
should be treated as inventory, we believe that interest costs should be treated as a period cost and not be
eligible for capitalization under FAS 34. This position is further supported by the uncertainty of
recoverability that evolves from the unpredictable success rate of individual films. This uncertainty is
particularly high during the production phase, which is the period during which the appropriateness of
interest capitalization must be evaluated and the significant portion of costs is incurred. Moreover, the short
timeframe for film production o f six to nine months raises substantial doubt about whether the benefits of
capitalizing interest exceed the costs. Even if AcSEC concludes that it prefers that companies capitalize
interest, we believe AcSEC should not require capitalization of interest because o f the uncertainty o f
recoverability.
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Videocassette Costs ( 2 6 , 27)
The SOP defines exploitation costs to include the costs o f cassettes. We do not agree. We view the cost of
videocassettes as an inventoriable cost, similar to raw material costs o f other physical consumer products,
including compact discs and audiotapes in the music industry. Exploitation costs are incurred to market and
promote film product. In contrast, videocassette costs are not incurred to market and promote film product,
but rather are an inseparable component o f the product being sold. Consequently, we believe the cost of
videocassettes should be included in inventory until the videocassette is sold to customers. This inventory
model is the prevailing practice in the film industry and is supported by analogy to FAS 86, “Accounting for
the Costs o f Computer Software to be Sold, Leased or Otherwise M arketed,” which requires the costs
incurred for duplicating and packaging computer software to be capitalized as inventory. Accordingly, we
suggest that AcSEC revise its definition o f exploitation costs to exclude the cost o f videocassettes.
Developm ent Properties ( 3 7 , 40)
The SOP acknowledges that film costs include expenditures for properties, such as film rights to books, stage
plays, or original screen plays, which are adapted to serve as the basis of a particular film. The SOP
concludes that (i) properties in development should be reviewed periodically to determine whether they will
be used in the production o f a film and (ii) properties not set for production within three years from the time
o f the first capitalized transaction should be presumed to be abandoned and written off through net income.
We believe this guidance represents an improvement over the current practice o f writing o ff such costs to
capitalized overhead, but it did not go far enough. Rather than requiring just abandoned properties to be
written off, we believe the SOP should not permit capitalization o f developmental properties unless it is
probable that production will begin within one year and those costs are expected to be recovered from the
exploitation of the film. If production does not occur within one year, those previously capitalized costs
should be expensed.
We have reached these conclusions because we believe that these costs generally represent “research and
development” for film companies and should be expensed as incurred. Moreover, in our view, these costs
do not meet the definition of an asset unless future benefits from those costs are probable. We believe the
period over which production can be estimated should be limited to one year because estimating production
time frames for properties beyond that period is too subjective. This one-year time period also is consistent
with the time periods used in practice or prescribed by authoritative literature to make other subjective
estimates. Examples include APB 30, "Reporting the Results o f Operations - Reporting the Effects o f
Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and
Transactions," FAS 38, "Accounting for Preacquisition Contingencies of Purchased Enterprises," EITF Issue
87-11, "Allocation o f Purchase Price to Assets to be Sold," EITF Issue 94-3, "Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring)," and EITF Issue 95-3, "Recognition o f Liabilities in Connection with a Purchase
Business Combination."
Lastly, for reference, the major studios may have two hundred or more active motion picture properties in
development at any given time and those studios produce fifteen to twenty motion pictures per year. As a
result, the vast majority of story rights and scenarios do not become actual films. Thus, we would expect
the vast majority o f rights and scenarios should be expensed as incurred.
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Overhead
The SOP attempts to more specifically define production overhead costs that should be capitalized. In
particular, it states that overhead “includes the cost o f individuals or departments exclusively responsible
for development, production, or acquisition o f films, as well as allocable portions o f the costs o f individuals
or departments with significant responsibility for the development, production, or acquisition o f films.” We
believe that this description remains too broad. Instead, we believe costs of individuals or departments that
acquire or develop properties, such as film rights to books, stage plays, or original screenplays should be
charged to expense as incurred. As indicated above, we believe costs relating to the acquisition or
development o f rights and scenarios should be capitalized only in limited circumstances. Because the future
benefit o f overhead costs is even more difficult to assess than direct costs o f development properties, we
believe that overhead charges relating to the acquisition or development o f properties should be expensed
as incurred. As a result, only costs o f individuals or departments directly attributable to a com pany’s film
production would be eligible for capitalization as production overhead.
Ultimate Gross Revenues
General (2 9 -3 3 )
The SOP provided much needed guidance in the area o f what should be included in estimates o f ultimate
gross revenues. We believe that this guidance is a major improvement to the existing accounting model under
FAS 53. However, the SOP still permits revenue to be estimated for ten years for individual films and
possibly longer for episodic television series (i.e., five years from the date o f delivery of the last episode,
which could go beyond ten years).
In general, we believe the term o f ten years is too long. Instead, we recommend that revenue estimates be
limited to a period o f seven years from the theatrical release or seven years from the last episodic television
series, unless there are executed third-party contracts that cover periods beyond seven years. We selected
seven years because it represents the average time period for a film to complete its first cycle o f exploitation.
That is, on average it takes seven years for a film to go from its theatrical showing through video, pay-perview, pay-TV, network cycle and into TV syndication or basic cable. In addition, our recommendation is
influenced by the difficulty inherent in projecting revenue amounts accurately beyond a seven-year time
horizon unless a third-party contract exists. Where a third-party contract exists, it should rightfully extend
any arbitrary limitation period that might otherwise apply to either individual films or episodic television
series.
For example, Seinfeld, a series produced by a subsidiary o f Time Warner, commenced its domestic network
run in 1989 and completed its last episode in 1998. This series has been tremendously successful in its offnetwork syndication and both the domestic first cycle and second cycle already have been sold. The domestic
first cycle will run from 1995 to 2001 and the second cycle, which begins in 2001, will run through 2006.
Using the provisions o f the SOP, revenue estimates could run no longer than through 2003, which is a period
o f five years from the completion of the series' last episode. However, we believe all o f the revenue from
both cycles should be considered in ultimate revenue estimates because there are contracts that cover all of
those periods, even though the term of the contracts extend beyond the SOP’s cut-off period. Because the
revenue from the second cycle of Seinfeld is material, not permitting such revenue to be included in estimates
o f ultimate revenue for periods after 2003 would significantly and arbitrarily reduce the total ultimate
revenue estimate even though amounts are contractually due to Time Warner. We believe excluding such
revenue when determining ultimate gross revenues would be unreasonable and misleading. In further
support of this, we note that this area was not one that gave rise to abuses, principally because these third-
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party television contracts generally are entered into at the back-end o f a film’s economic life, which is after
most o f the production costs have been expensed.
If these provisions o f the SOP are not revised, AcSEC should provide explicit guidance on how to account
for licensing arrangements for individual films that extend beyond a ten year time horizon and syndicated
television series that are sold for periods beyond those described in paragraph 29.
Secondary M arket Revenue - Episodic Television ( 29b)
Paragraph 29(b) sets forth guidance for the inclusion o f estimates o f secondary market revenue on episodic
television product. The paragraph states that secondary market revenue should be included in ultimate gross
revenue "... only if the entity can demonstrate (through experience or industry norms) that the number o f
episodes already produced, plus that for which a firm commitment exists and the entity expects to deliver,
can be licensed successfully in the secondary market." However, firm commitment is further restricted by
footnote eight, which states "In this context, a firm commitment for future productions should not include
a commitment for episodes to be shown beyond a period exceeding one year."
We do not agree with the restrictions set forth in footnote eight to paragraph 29(b). Instead, we believe that
commitments under noncancelable firm contracts should be considered in conjunction with completed
episodes for purposes o f determining whether a sufficient number of episodes are available to be licensed
successfully in the secondary market. We believe that, for a successful series, limiting secondary market
revenues by an arbitrary one-year firm commitment window has the unintended effect o f artificially
requiring a producer to understate ultimate gross revenues and overstate costs. In addition, we believe this
arbitrary restriction is theoretically inconsistent with the basic provisions o f paragraph 29, which provide
for an assessment o f probability in estimating revenues to be recognized over a minimum o f a ten-year
period. As long as noncancelable firm commitments exist to produce additional episodes and the series is
achieving reasonable ratings success that is indicative of having value in the secondary markets, we believe
there is sufficient evidence to estimate secondary market revenues that are probable o f being earned. This
is particularly true when compared to episodes that either are not firmly committed or have had poor ratings.
For example, W arner Bros., a division of Time Warner, recently has had two series that received firm
noncancelable orders for a minimum o f four seasons during the second year o f network broadcast for each
o f the series. In this regard, we note that four full years o f episodes normally are necessary to generate
meaningful domestic secondary market revenue. Notwithstanding the fact that each o f the series was only
in the second year o f production, Warner Bros, was able to begin selling these series into the domestic
secondary market. Pursuant to the provisions of paragraph 29 (including the restrictions of footnote eight),
W arner Bros, would have been required to exclude a significant amount o f contractual revenue from its
estimates o f ultimate revenues. This would result in a material misstatement o f gross profit on each episode.
Consequently, we strongly urge AcSEC to remove footnote eight to paragraph 29(b).
Primary M arket Revenue - Episodic Television ( 3 1 , 32, 97-101)
Paragraph 29(b) limits ultimate revenue estimates so that they include estimates of secondary market revenue
only when an entity has enough episodes (completed episodes plus episodes for which a firm commitment
exists) such that it is probable that syndication will occur. We support this limitation.
For episodic television series where estimates of secondary market revenues are not permitted because a
series fails the criteria in paragraph 29(b), paragraph 31 restricts the amount o f costs that may be capitalized
to the amount of revenue that is contractually due for that episode. We disagree with that restriction because
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it causes estimates o f ultimate revenues to exclude probable revenues. Instead, we believe estimates of
ultimate revenues from the primary markets should be made pursuant to the restrictions in paragraph 29 (e.g.,
ten years or seven years as we recommend). For example, it has been our experience that ultimate revenue
for an episode almost always exceeds that which is contractually due when the episode is in production. The
reason ultimate revenues exceed those amounts contractually due is that revenues are earned from episodes
sold under firm contracts in the domestic territory as well as episodes sold in international territories, which
are not firmly committed at the time an episode is in production. Historically, we have been able to estimate
minimum levels o f revenues from international territories with a high degree of accuracy even before they
are firmly committed. Thus, for episodic television, it seems appropriate that estimates o f revenue ultimates
for primary markets include all future revenues that are probable of being earned during the period stipulated
by the SOP, regardless o f whether those revenues are firmly committed at the time an episode is in
production.
Inventory versus Long-Lived Assets
General ( 43, 44,105)
The SOP concludes that film costs are long-lived assets. We do not agree. We believe that film costs are
similar to inventory and should be classified in a manner similar to inventory in balance sheets and
statements o f cash flow.
ARB 43 Chapter 4, “Inventory Pricing,” defines the term inventory to be “ ... items o f tangible personal
property which (1) are held for sale in the ordinary course o f business, (2) are in process o f production for
such sale, or (3) are to be currently consumed in the production of goods or services to be available for sale.”
Film costs represent a film company’s most significant expenditure and the resulting product is routinely
sold in the ordinary course o f business. In other words, film companies are in the business o f producing
theatrical and television products for sale.
The economic life o f film products is more closely tied to an inventory model than that of a long-lived asset.
For motion pictures, the vast majority of ultimate revenue is earned within the first two years o f a film's
initial exploitation. For most television series, substantially all o f the revenue comes from the initial domestic
network license and first cycle international television airings. As a consequence, Time Warner historically
has amortized over 90% o f its film inventory within three years o f release, with the majority o f this
amortization occurring within the first year from release.
AcSEC seemed to conclude that a film is a long-lived asset because it is copyrighted intellectual property
that may be continually repackaged and resold. We acknowledge that a film is copyrighted intellectual
property that may be continually repackaged and resold. However, there are many producers of copyrighted
intellectual properties whose products, which are also created for sale in the ordinary course o f business, are
considered to be inventory under generally accepted accounting principles. Music companies, software
companies and publishers all produce and distribute copyrighted intellectual property, which is classified
as inventory. In addition, the predominant practice of film companies currently is to treat films as inventory.
Additionally, in the age o f industry consolidation, many film producers are part o f large vertically integrated
entertainment conglomerates. As a consequence, many cable and broadcast television exhibitors actually (i)
produce their own movies and programs and (ii) acquire broadcast rights from others. For example, HBO,
a Time W arner division, acquires film product from its sister film studio W arner Bros., from third party
producers such as Sony, Dreamworks and Fox, and produces its own original programming. Turner
Broadcasting System, another Time Warner company, has similar acquisition and production patterns.
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Requiring Time W arner to classify its produced films as long-term assets (as prescribed under the SOP),
while at the same time classifying acquired film licensing rights as inventory, which is segregated between
its current and noncurrent portions (as prescribed by FAS 63, “Financial Reporting by Broadcasters”), is
inappropriate and potentially confusing to users o f financial statements. We believe both types o f film costs
should be treated as inventory, classified as current or noncurrent assets, using the expected amortization
over the next twelve months as the guideline for such classification.
Balance Sheet Classification - Current versus Noncurrent Assets (5143)
Time W arner presents its balance sheets in a classified manner because we believe that such a presentation
provides financial statement users with a better understanding of the company's financial position than would
be provided if such balance sheets were unclassified. This is only true if classifications are based on
consistent principles for both assets and liabilities. The SOP does not provide consistent principles. Instead,
film assets are classified as noncurrent assets and expected participation obligations arising from the
exploitation o f these assets are classified as current and noncurrent liabilities. We believe this treatment
would be a digression from current practice and would make it difficult for users to analyze meaningfully
a film company's classified balance sheet.
Cash Flow Classification - Operating versus Investing Activities ( 44)
Consistent with our view that film costs are similar to inventory, we believe that expenditures on films
should be considered a reduction o f operating cash flows. That is, we take exception to the classification of
production spending in the statement of cash flows as an investing activity. We believe that our view is
consistent with FAS 95, “Statement o f Cash Flows,” which broadly defines operating activities as those that
“ involve producing and delivering goods and providing services.” Film costs are the “goods” referred to in
FAS 95 for a film company and, therefore, should be fully charged against operating cash flow. Interestingly,
if the SOP remains unchanged, the operating cash flows o f a film company would increase significantly
because the most significant expenditure would be represented as an investing activity. With that type of
display, we believe investors are going to have difficulty comparing the operating cash flows o f film
companies with that o f companies in other industries.
Impairment

39, 103)

The SOP applies the impairment approach used in FAS 121, “Accounting for the Impairment o f Long-Lived
Assets and for Long-Lived Assets to Be Disposed O f ’ to unamortized film costs. As indicated, we believe
that unamortized film costs are similar to inventory. To be consistent, we suggest that AcSEC require the
“ lower of cost or market” impairment approach described in Accounting Research Bulletin 43, “Restatement
and Revision of Accounting Research Bulletins” as the impairment approach to be used for unamortized film
costs. Thus, the term market means current replacement cost (by purchase or by reproduction, as the case
may be) except that:
(1)
(2)

Market should not exceed the net realizable value (i.e., estimated selling price in the ordinary course
o f business less reasonably predictable costs of completion and disposal); and
Market should not be less than net realizable value reduced by an allowance for an approximately
normal profit margin.

Moreover, we believe the term market, in this context, would require discounting for the effects o f the time
value o f money.
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In any event, if AcSEC does not agree with this suggestion, we believe that the SOP should be clarified to
limit the future cash flows available to recover costs under an impairment analysis to those cash flows that
are expected during the period specified in paragraphs 29, 30 and 33.
Disclosures and Transition
Disclosures ( 4 6 )
In the 1980’s, the AICPA’s task force for entertainment companies met with Howard Hodges, the then chief
accountant of the Division o f Corporation Finance at the Securities and Exchange Commission. After one
o f those meetings, at the request of the SEC, the task force developed some recommended disclosures. The
SOP proposes disclosure similar to those recommended in the 1980s by AICPA’s task force. We believe
these proposed disclosures would improve financial reporting. In particular, we support special disclosure
if a significant portion o f the film cost is not amortized within three years. However, for the disclosure to
be meaningful, it should capture unusually long amortization periods. We believe that a 60% disclosure
threshold is too low to meet that objective. Rather, we believe that a threshold of 80% would be a more
appropriate threshold and would improve financial reporting.
Paragraph 47 requires (1) disclosure o f participation liabilities included in the balance sheet, and (2) “... the
amount o f participation costs payable based on contractual provisions and the film s’ actual performance.”
We do not understand what is intended by the second requirement; it is unclear and needs to be better
described or deleted. If the second requirement is intended to capture the amount owed as o f a balance sheet
date based on actual cash collections, we are not sure of the value o f that information, particularly if
participation liabilities are segregated between short and long-term liabilities on a classified balance sheet.
Please explain and reconsider the usefulness o f such disclosure.
Transition Provisions ( 48)
We strongly agree with the transition provisions set forth in paragraph 48 of the SOP, which require the
change in accounting principles to be reflected as a cumulative effect adjustment. Retroactive application
to prior periods would be extremely complex and cost prohibitive.
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300 Atlantic Street
P.O. Box 9316
Stamford CT 06904
Telephone (203) 358 0001

January 18, 1999

Mr. Daniel Noll
Technical Manager,
Accounting Standards, File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Re: Comments on the Exposure Draft, Accounting by Producers and Distributors o f Films

Dear Mr. Noll,
We are pleased to submit our comments on the Exposure Draft (ED) of the proposed Statement o f
Position (SOP), Accounting by Producers and Distributors o f Films. We commend the
Accounting Standards Executive Committee (AcSEC) for its efforts to update and refine the
accounting standards for producers and distributors o f films. We believe AcSEC has made great
strides in improving the accounting for this industry. Although we support the ED because o f its
many significant improvements in financial reporting, we are concerned with certain aspects of
the proposed SOP. These matters and our recommendations are contained in this letter. We
believe that AcSEC should carefully consider our concerns and related recommendations prior to
issuing the final SOP. Our primary concerns are focused on the following areas:
•
•
•
•
•

Concept o f exclusivity and its impact on revenue recognition
Accounting for participation costs
Definition o f prerelease and early release exploitation costs
Film cost classification and impairment issues
Effective date

Our concerns in these areas will be discussed in detail in the following section of this letter. In
addition, we have noted other areas where we believe the guidance can be improved. Our letter is
presented in the following manner:
•
•
•

Discussion of significant issues
Other comments on the Exposure Draft
Appendix A - Answers to the specific questions posed by AcSEC in the Exposure Draft

DISCUSSION OF SIGNIFICANT ISSUES
EXCLUSIVITY
When exclusivity is included with a right to use an intangible asset, the exclusivity may
substantially enhance the value o f the right. The value to a transferee o f the right will be
substantially less if the right to use the asset is not exclusive and can be transferred
without restriction by the owner and used by others. In fact, a significant portion o f the
price paid for the right delivered may be derived specifically from the right to use the
asset on an exclusive basis. AcSEC noted that the right to exhibit film products is often
transferred on an exclusive basis. This is because users o f films, such as pay television,
cable television, and networks, demand that their competition not have access to a film at
the same time in order to maximize subscribers, viewers, advertising revenues, and,
ultimately, the value to their networks. This being the case, if a film right is sold to other
users in the same market or territory, the value o f the right to exhibit that film is less than
it would be if it had been licensed on an exclusive basis. The point is that there is a
substantive difference between licensing the film on an exclusive basis and licensing it
without exclusivity. Inclusion o f exclusivity in an arrangement changes both the nature
o f the agreement and the agreement’s economics to the parties o f the agreement.
Because o f the differing economics between an exclusive and a nonexclusive
arrangement, we believe there should be separate revenue recognition models for the two
types o f arrangements. Specifically, we believe that licensing film rights on a
nonexclusive basis is conceptually no different from most software licensing
arrangements, which are typically nonexclusive arrangements. When a software vendor
sells a piece o f software to a customer, the software is generally used solely by that
customer. The customer is not allowed to resell the software without making some form
o f payment to the owner o f the right and the owner may sell the same right over and over
again. SOP 97-2, Software Revenue Recognition, permits revenue recognition for
arrangements that do not require significant production, modification, or customization
when certain criteria are met. Typically, when a software vendor sells the right to use
software, that vendor is not restricted from selling that same right to others. Similarly, a
producer or distributor o f films in a nonexclusive arrangement has not given up its right
to continue to distribute that film repeatedly in a given market or territory. Given these
similar fact patterns, we believe that there should be similar revenue recognition models
(although not exactly the same as discussed later in this letter).
Accordingly, we disagree with A cSEC's conclusion that the licensing o f film products
should be recognized as a sale only if substantially all of the fair value for a market or
territory has been transferred to the licensee on an exclusive basis (paragraph 7 o f the
ED). Our disagreement lies not with the “substantially all o f the fair value” concept, but
rather with the exclusivity requirement. The wording o f the paragraph mandates that if a
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license for film product is nonexclusive, then revenue should be deferred and amortized
over the license period. We believe that the nature o f nonexclusive, unrestricted
arrangements that provide producers or distributors with the right to sell a film to an
unlimited number of customers in a particular market or territory is substantially different
from an exclusive arrangement and is akin to a software owner’s right to sell its product
to an unlimited number o f customers. Accordingly, when the nature o f the arrangement
is nonexclusive, we believe that immediate revenue recognition should be required
provided all other revenue recognition criteria have been met, that is, when the criteria in
paragraph 6 are met.
When a right transferred is exclusive relative to a particular market or territory, the nature
o f the arrangement has changed. In these cases, we agree with AcSEC that the license
arrangement is analogous to a lease arrangement and that immediate revenue recognition
is appropriate only if substantially all o f the fair value o f the film for a specific market or
territory has been transferred and if the paragraph 6 criteria are met. When an exclusive
film right is transferred, the producer or distributor has given up its right to license that
product to others in the same market or territory for a period o f time. This situation is no
different from when a lessor gives up its right to use a portion o f a building to a lessee.
Under Statement o f Financial Accounting Standards (FAS) No. 13, Accounting fo r
Leases, substantially all o f the risks and rewards o f the asset must be transferred to the
lessee for the lessor to account for the lease as a sales-type lease. If in an exclusive
arrangement substantially all o f the fair value is not transferred, we believe that the
arrangement should be accounted for similar to an operating lease with the revenue
recognized by the producer over the period of exclusivity.
To be clear, our disagreement with the ED is that both exclusivity and “substantially all”
should not be considered additional criteria for immediate revenue recognition.
Exclusivity is a condition that, if present, changes the nature o f the arrangement to one
that would require consideration of the “substantially all” criteria. This is because an
exclusive arrangement causes the transferor to give up the ability to use their film asset
for a period of time. It is this “giving up o f rights” that is important. In these
circumstances, we agree with AcSEC that the analogy to lease accounting is appropriate.
However, in a nonexclusive arrangement, the transferor still has the right to utilize the
film asset. Accordingly, it is the right o f the transferor to continue to market and sell
their film asset, hence, maintain control o f the asset during the license period, that causes
us to conclude that immediate revenue recognition on the nonexclusive license
arrangement to another party is appropriate.
Some might argue that regardless o f whether or not exclusivity exists in a film
arrangement, revenue should be recognized when the paragraph 6 criteria are met
because the transferor has no further obligation subsequent to delivery o f the film. When
exclusivity exists in an arrangement, this argument ignores the fact that the transferor is
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obligated as part o f the license agreement to not use the asset for the specific period. The
transferor can no longer obtain value from that asset in that market or territory for a
specific period, not unlike a covenant not to compete. This situation is not dissimilar to a
triple net lease where the lessor gives up its right to use its property but is not obligated to
perform any service or make any payments on behalf o f the lessee when the lease term
commences. Accordingly, we agree with AcSEC that the analogy o f exclusive film
arrangements to lease accounting is appropriate and revenue should be recorded ratably
over the period o f the right if substantially all o f the value has not been transferred.
We recognize that having separate revenue recognition models may be perceived as
overly complex. However, we believe that producers and distributors o f film should be
afforded immediate revenue recognition where exclusivity does not exist, for example,
for sales of videocassettes and DVDs. We also believe that some o f the difficulty o f
applying the 90% test when exclusivity exists could be substantially reduced with more
robust definitions o f “exclusivity,” “market” and “territory” and a less liberal revenue
recognition pattern, as explained below.
Definition of “exclusivity,” “market” and “territory.” Notwithstanding our agreement
with the leasing analogy, we believe that AcSEC should develop more hardy definitions
o f “exclusivity,” “market” and “territory” in order to improve the operationality o f the
“substantially all” test and prevent divergent accounting practices for exclusive
arrangements. We are concerned that without a definition o f exclusivity, and more robust
definitions o f “market” and “territory”, there will be wide interpretation in determining
not only whether exclusivity exists, but also in applying the “substantially all” test.
Relative to exclusivity, we believe confusion may arise when the time period for certain
viewing windows overlap or when exclusivity is limited. We believe that if the transferor
is restricted from distributing the film in a particular market or territory in any substantive
way, then some form o f exclusivity exists and, as such, immediate revenue recognition
would only be appropriate when substantially all o f the fair value o f the film for that
particular market or territory has been transferred.
While we do not believe that a set o f very detailed rules is necessary relative to the
definitions o f ‘.‘market” and “territory” and the application o f the “substantially all” test,
we do believe that AcSEC should further develop these definitions to ensure consistent
application of the test. The definition of market in the SOP references theatres, home
video, pay television, and free television as specific examples. However, the SOP does
not provide any guidance with respect to determining whether a new market may exist.
For example, DVD is an emerging distribution channel for films. Is this a separate
market or is it part of the home video market? Additionally, most producers and
distributors view the initial pay and initial network television windows as separate
markets from the syndication window, which may include subsequent free television or
basic cable licenses. Should syndication be viewed as a separate market? The same
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issues apply to the definition o f a territory. Can a country be divided into different
geographic regions because o f different market penetration strategies?
We also believe that how an enterprise applies the “substantially all” test to markets and
territories should be considered an application o f an accounting principle. Accordingly,
we agree that any change in a company’s specific definition o f a market or territory
would be considered a change in accounting principle and required to be accounted for in
accordance with Accounting Principles Board Opinion (APB) No. 20, Accounting
Changes.
Revenue recognition patterns. Paragraph 7 o f the ED uses the language “revenue
should be recognized ratably over the licensing period unless another systematic and
rational basis is more representative o f the time pattern in which use benefit from the
licensed film is diminished.” We are unclear as to AcSEC’s intent with respect to the
alternative presented after the word “unless.” We are concerned that some may interpret
this phrase to permit the acceleration o f revenue. For example, in a long-term license
arrangement, because the initial exhibition generally attracts a higher viewership, and is
more valuable to the licensee, producers and distributors may conclude that it would be
appropriate to front-load a significant portion o f the license fee over the period covered
by those early exhibitions. Alternatively, producers and distributors may conclude that a
more appropriate revenue recognition pattern would be as the licensee exhibits or shows
the film. In short, we disagree that companies should have the option to use “another
systematic and rational basis” and suggest that AcSEC delete the phrase starting with the
word “unless.”
A question exists relative to the pattern o f revenue recognition during the license period
when the final exhibition occurs prior to the end o f the license period, and pursuant to the
license agreement, the exclusivity right expires. We agree with AcSEC’s conclusion that
in situations where the producer continues to be prohibited from transferring the right in
the given market or territory for the remainder o f the license period, revenue should be
recognized over the entire license period. If, however, the restriction on use o f the asset
by the producer or distributor expires before the end o f the license period and the
producer is legally permitted to use the film and transfer the right to use that film again,
then any remaining unrecognized revenue should be recognized at the time the restriction
lapses. We believe that AcSEC should address this potential difference in contractual
terms and the resulting accounting in the final SOP.

PARTICIPATION COSTS
The matter o f accruing participation payments is a difficult conceptual issue. We believe
that conceptual support can be found for both accruing the present value o f participation
costs in total and accruing such costs as the revenues to which payments relate are
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earned. On balance, we recommend that AcSEC consider an “accrue as revenues are
earned” model. While we acknowledge the practical difficulties o f that approach, we
favor that model over AcSEC’s proposal, as explained below.
In a film participation arrangement, an actor is often compensated, at least in part, based
on a percentage o f the film ’s revenues. However, before the film’s producer or
distributor is obligated contractually to pay the actor a participation fee, the film must
generate a contractually agreed upon level o f revenues. The nature o f this arrangement
raises the question o f whether it is the providing o f acting services or the generation of
film revenues that triggers the participation liability for accounting purposes. If the film
in which an actor has a participation right does not derive enough revenues to trigger a
participation payment, the actor is not entitled to any compensation. Further, once a
participation right has been triggered, the generation o f additional compensation is
contingent on the film generating additional revenues. We believe that a strong argument
could be made that the liability is triggered not by the providing o f actor services, but by
both the provision o f services and the generation o f film revenues.
We considered Statement o f Financial Accounting Concepts (CON) No. 6, Elements o f
Financial Statements, in support o f the “accrue as revenues are earned” model. Under
CON No. 6, a liability is defined as a “probable future sacrifice o f economic benefits
arising from present obligations o f a particular entity to transfer assets or provide services
to other entities in the future as a result o f past transactions or events.” In general, a
liability has three characteristics: 1) a present duty to an entity that will require a future
sacrifice o f resources, 2) the duty obligates the entity and leaves little or no discretion to
avoid the obligation and 3) the event obligating the entity has already happened. In these
circumstances, one could argue that two events constitute the “past event” obligating the
entity. Those are the generation o f film revenues and the provision o f acting services and
that both must occur to record the obligation.
AcSEC’s model is also inconsistent with other accounting models for similar payments,
for example standard royalty arrangements. In a standard royalty fee arrangement, the
enterprise that will receive future royalties typically has satisfied its service obligation
well in advance o f when the underlying product, on which the royalties are based, is sold.
In this situation, the payor does not accrue expected royalties payable under a contract
even though those royalties may be reasonably estimable and probable (or even almost
definite). Under this type o f arrangement, royalty fees are accrued when their payment
becomes a legal obligation o f an entity, that is, when the related sales on which the
royalties are based are recognized.
One problem with AcSEC’s proposal is the assumption that the actor has no further
obligation once the film is complete. AcSEC’s proposal is premised on the belief that the
past event giving rise to the liability is the providing o f acting services. We note that
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frequently actors must also engage in promotional activities after the film has been
completed as a condition o f the participation arrangement.
Another problem with AcSEC’s model can be demonstrated by the following. Consider a
film producer that records an upfront participation liability for a particular film for
revenues estimated during the ultimates period. The producer is now in year nine and
signs a contract to license the film to free television for $5 million for five years. Under
AcSEC’s model, the producer would record the participation liability only for revenues
estimated for one year. Why does this answer make sense? Why does it make sense to
only record the liability for participation rights for revenues inside the ultimates period
and not subsequent thereto? Whether inside or outside the ultimates period, these
arrangements are no different than other royalty-type arrangements and the liability
should be recorded as it becomes payable.
We understand that one o f the attributes o f the film industry is that an entity can predict
with a high degree o f accuracy the revenues to be generated from films. AcSEC used this
ability to accurately predict revenue streams as the basis to record a liability in
accordance with FAS No. 5, Accounting fo r Contingencies. However, we believe that
there is no substantive difference between a film participation arrangement and a standard
royalty arrangement and that, in many cases, the underlying revenue streams for royalty
arrangements are equally predictable. For example, it is not unusual in the software
industry for an entity to license its software for inclusion in another manufacturer’s
software product. That product may be a market leading product already generating
millions or billions in revenues. The license agreement entitles the licensor to receive a
percentage royalty based on sales of the licensee’s product. The licensor has no further
obligation under the agreement. This is no different from an actor in a film contract with
participation rights that has completed what the actor must do under the agreement. Both
need only to put their feet up and let the money roll in. Often in these types of
arrangements, the licensee knows with reasonable certainty the expected sales o f its
product. At the very least, a minimum amount of revenue is predictable. However, from
the licensee’s perspective, the event that would require recognition o f a liability has not
occurred. The sales that cause the actual obligation must still occur. Under software
arrangements, the licensee does not accrue a liability until the licensee recognizes sales.
Another example would be royalties payable to authors by book publishers.
Notwithstanding our support for the “accrue as revenues are earned” approach, we
recognize the potential operational issues associated with it and encourage AcSEC to
carefully study these issues before concluding on the model’s appropriateness in a final
SOP. Specifically, we are concerned with the need to separately determine when an
actor's participation has been earned. Participation formulas are frequently arcane and
based on non-GAAP financial measures. Disputes between producers and performers are
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not infrequent. Basing the timing and amount o f liability recognition on these oftentimes
indecipherable financial measures may prove to be an extremely difficult task.
Definition of participation costs. We understand that coproducers and cofinanciers of
motion picture projects often receive a percentage return based on the revenues o f the
motion picture. We do not believe that these arrangements should be encompassed by
the definition o f participation costs. Accordingly, we recommend that AcSEC clarify the
definition o f participation costs in the final SOP.
EXPLOITATION COSTS
We understand that AcSEC has carefully considered the issue o f exploitation costs and
has thoroughly debated a number o f different accounting models. We also understand the
unique aspects o f the motion picture industry and recognize the reasons for the need to
heavily exploit a film during the prerelease and early release periods. While we
recognize that existing accounting literature, namely SOP 93-7, Reporting on Advertising
Costs, would support a position of expensing advertising costs as incurred, we do not take
exception to AcSEC’s conclusion to capitalize exploitation costs during the prerelease
and early release period and to amortize the costs over the shorter o f three months or the
theatrical release period in that territory. Although, we understand that the concept of
matching costs and revenues is not in vogue in the world o f accounting today, we believe
that this form o f matching costs and revenues over a very short period o f time can be
justified by the usefulness o f the resulting information to users o f the financial statements
as discussed by AcSEC in the basis for conclusions o f the ED. However, we believe that
AcSEC should consider developing definitions o f “prerelease” and “early release” and
address the situation o f a negative gross margin during the theatrical window in order to
prevent inconsistencies in practice. Our specific comments are described below.
Definitions of prerelease and early release. We believe that there is some confusion as
to the period covered by the terms “prerelease” and “early release” and believe that the
ED would be improved if AcSEC developed a formal definition. In the motion picture
industry, it is common for a producer or distributor o f a film to preview the film to the
general public. This preview usually occurs up to one month prior to the film ’s
widespread release to the general public. We were unclear as to whether the prerelease
period ends upon the preview showing or upon general release to the public.
Additionally, while AcSEC notes throughout the ED and in the basis for conclusions that
the theatrical release period can be as short as two to four weeks, no definitive guidance
is provided regarding the time period that is considered to be the early release period.
This lack o f clarification could affect when an entity ceases capitalization o f advertising
costs.
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We would support a definition that requires the prerelease period to end upon the first
exhibition o f a film to the public (even if it is a preview) and defines the early release
period to end not later than two weeks after the first exhibition o f a film to the general
public. Only advertising costs incurred prior to two weeks after general release o f a film
in a particular territory would be capitalized. All advertising costs incurred subsequent to
that period would be expensed.
Negative gross margin. AcSEC’s conclusion that the amortization period for
exploitation costs should be the shorter o f three months or the theatrical release period
could result in producers and distributors o f motion pictures reporting negative gross
margins during that period. We believe that the recognition o f a negative gross margin is
counterintuitive and inconsistent with general impairment theory, and that AcSEC should
provide additional guidance in these situations.
Consider the following example o f a situation that would result in a negative gross
margin. Assume a film is released in the domestic theatrical market. The film costs $75
million excluding capitalized and unamortized exploitation costs o f $20 million for this
market. The total expected ultimate gross revenues o f the film during the ten-year
amortization period o f the film costs are expected to be $150 million. The total expected
revenue for the domestic theatrical market is $30 million and the theatrical release period
is expected to be eight weeks. Assume all estimates approximate actual results. During
the theatrical release period, total revenue o f $30 million will be recognized. However,
total expenses amortized against this revenue will be $35 million ($20 million o f
exploitation costs and $15 million o f film costs). This results in the recognition o f a
negative gross margin ratably over the domestic theatrical market o f $5 million.
We suggest that AcSEC consider clarifying the requirements o f paragraph 27 o f the ED
to require the writedown of exploitation costs when negative gross margins are expected
during the theatrical release period. We believe that the writedown should be equal to an
amount that will result in a zero gross margin during the exploitation cost amortization
period.
Com ponents of exploitation costs. The current definition o f exploitation costs includes
certain items that we believe are more appropriately characterized as other costs. For
example, the cost of duplicating videocassettes is, in our opinion, a cost o f the sale o f a
videocassette and not an exploitation cost. Film prints for certain types o f films that have
different marketing channels should also be excluded from the definition o f exploitation
costs. We recommend that AcSEC carefully revise the definition of exploitation costs
and ensure that it only includes appropriate costs. The appropriate accounting for costs
o f manufacturing videocassettes, compact disks, etc. as costs o f sales and for other
excluded costs should be specified in the final SOP.
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FILM COST CLASSIFICATION AND IMPAIRMENT ISSUES
AcSEC concluded in the ED that unamortized film costs are analogous to long-lived
assets. While we acknowledge the validity o f the conceptual arguments that unamortized
film costs could be considered long-lived assets, we believe, on balance, that an inventory
model is more appropriate from both conceptual and practical standpoints. We believe
that users o f the financial statements would find an inventory model more meaningful.
ARB 43 Chapter 4 paragraph 2 defines inventory to include items o f tangible personal
property which “are held for sale in the ordinary course o f business.” Film costs are
tangible property which are produced and sold in the ordinary course o f business. In fact,
the primary business that producers and distributors o f motion pictures are in is the
licensing o f film assets to generate license revenues and profits. The consumption o f a
film asset over a period in excess o f one year should only impact the balance sheet
classification of the inventory asset and not its characterization. We note that under FAS
No. 63, Financial Reporting By Broadcasters, the acquired asset for program material is
required to be segregated between current and noncurrent based on the estimated time o f
usage (FAS No. 63, par. 4). We believe that producers and distributors o f film should
have a similar balance sheet classification requirement.
We are also concerned with some o f the other ramifications o f considering film assets to
be long-lived assets, specifically the impact on the statement o f cash flows and the
application o f a FAS No. 121, Accounting fo r the Impairment o f Long-Lived Assets and
fo r Long-Lived Asset to Be Disposed O f We believe that it would be inappropriate to
characterize film cost expenditures as an investing activity in the statement o f cash flows
with the corresponding net cash inflows as operating activities. Consistent with an
inventory classification, we believe that the cash outlay to produce a film should be
included in operating activities. FAS No. 95, Statement o f Cash Flows, paragraph 23a
defines cash outflows from operating activities as “cash payments to acquire materials for
manufacture or goods for resale, including principal payments for accounts payable and
both short- and long-term notes payable to suppliers for those materials or goods.” No
one would debate that the cash payments made to create a film asset are done with the
intention o f licensing the film in the marketplace.
We are also troubled by the inconsistency between the ultimates period and the FAS No.
121 impairment guidance. Similar to the negative gross margin issue discussed above for
exploitation costs, the interaction o f the 10-year limit on estimated revenue for use in the
ultimates calculation and the FAS No. 121 impairment requirements may result in the
ratable recognition o f negative gross margins over a long period. To illustrate our
concern, consider the following example. Assume the same facts as above in the
exploitation cost example with the added fact that the theatrical release period has just
ended and the producer believes that the film should be evaluated for impairment due to a
particular significant event that occurred. The significant event caused revenues expected
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during the remaining ultimates period to be estimated at $50 million. In the impairment
analysis, the producer assesses that net inbound cash flows (undiscounted and without
interest charges) over the remaining life o f the film (which is considered to be longer than
the remaining nine years and ten months o f the original amortization period for this
specific FAS 121 assessment) are $80 million. Accordingly, no impairment loss should
be recorded. However, due to the fact that the ultimate revenues model in the ED only
allows a ten-year “look out” period, the producer would be required to recognize a
negative gross margin on this film during the remaining nine year and ten month
amortization period totaling $10 million.
If AcSEC decides not to change its conclusion that film costs are long-lived assets, we
believe that additional guidance should be provided in situations where a film is
producing negative gross margins but a FAS No. 121 impairment does not exist. In those
situations, we would support a position that requires unamortized film costs to be written
down such that a zero gross margin would be recognized over the remaining amortization
period.
EFFECTIVE DATE
We believe that the effective date o f the SOP should be delayed for one year. This would
make the SOP effective for fiscal years beginning after December 15, 2000. We believe
that a one year delay in the effective date is appropriate to provide entities with ample
time to determine the effect that the final SOP will have on their business, to address
system changes that likely will be needed to implement the standard, and to avoid
complications that may be caused as a result o f the simultaneous implementation o f this
SOP, FAS No. 133, Accounting fo r Derivative Instruments and Hedging Activities, and
issues that arise due to the Year 2000 Problem.
OTHER COMMENTS
Significant vs. insignificant changes to a film
We agree with AcSEC’s conclusion in paragraph 12 that insignificant changes to a
completed film that has otherwise been delivered should not preclude an entity from
recognizing revenue. However, we believe that AcSEC should better delineate its theory
in the ED relative to the classification o f significant versus insignificant changes and the
linkage to the revenue recognition criteria. We believe that AcSEC’s theory is that if
changes to a film are additive, then the film is not complete and, therefore, the changes
should not be considered insignificant. On the other hand, if the changes relate to
removing existing content or simply adjusting existing content (for example, for
offensive language) without making any additions to the film, then the changes should be
considered insignificant. We believe that underlying theory should be more clearly
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delineated in the basis for conclusions o f the ED to ensure that, in practice, companies
apply this provision consistent with the spirit o f its intention.
We suggest that the words “such as” in the parentheses following insignificant changes in
paragraph 12 be removed. This change would improve consistency o f application o f the
provision.
Barter and advertising credits
While we agree with AcSEC’s conclusion that barter revenue should be accounted for in
accordance with APB No. 29, Accounting fo r Nonmonetary Exchanges, we believe that
paragraph 23 could be improved by including some o f the guidance from EITF 93-11,
“Accounting for Barter Transactions Involving Barter Credits.” Specifically, we are
concerned that barter transactions for advertising in subprime time slots (e.g. late night
advertising) may result in revenue being inappropriately “grossed up” if the appropriate
use o f fair value is not delineated. We believe that the final SOP should indicate that,
absence persuasive evidence to the contrary, for barter transactions, it should be
presumed that the fair value o f the nonmonetary asset given up is more clearly evident of
the fair value o f the asset received in a barter transaction, and that the fair value o f the
nonmonetary asset given up is presumed not to exceed its cost unless there is persuasive
evidence supporting a higher value. Finally, we believe that the SOP should provide
guidance for determining the circumstances under which a barter or advertising credit
received should be used as the indicator o f fair value. We believe that the fair value of
the barter or advertising credit received should only be used if they are readily
convertible to cash in the short-term, or if a quoted market price exists for the item that
the barter or advertising credits are being exchanged for.
Prerelease splitoffs
The ED does not discuss the accounting for prerelease splitoffs. A prerelease splitoff is a
situation that typically occurs during the production of a film whereby another producer
or distributor agrees to fund a portion o f the film costs in exchange for a portion o f the
ultimate gross revenues. This is becoming an increasingly common arrangement in the
film industry given the ever increasing costs to produce a film. The issue is whether and
when such prerelease splitoffs should be considered a partial sale o f an asset or simply a
reimbursement of production costs. We acknowledge that it is often extremely difficult
to determine whether a prerelease splitoff arrangement is merely a cost sharing
arrangement or a profit sharing arrangement. We believe that if a prerelease splitoff
transaction is completed during the production process, then the transaction should be
considered a cost sharing arrangement and should be accounted for as a reimbursement o f
costs. Conversely, if the prerelease splitoff transaction is consummated after completion
of the film, we believe that the arrangement should be considered a sale o f a portion o f
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the film asset and the resultant revenue should be recognized when all o f the other
revenue recognition criteria are met.
Films issued after the balance sheet date
It is not uncommon in the film industry for entities to release films after the date o f the
financial statements, but prior to an earnings release. In those situations, the results o f the
film debut period may indicate the impairment o f the unamortized film costs included in
the financial statements. We believe that AcSEC should provide specific guidance
indicating whether an entity should record this loss on the balance sheet date.
Specifically, in situations where a film is issued after the balance sheet date (i.e. a July 4th
weekend release) and poor box office results indicate an impairment o f the film asset, we
believe that those results are, generally, indicators o f public viewing patterns as o f the
balance sheet date and, as such, should be treated as a Type I subsequent event.
Accordingly, absent any significant events between the balance sheet date and the release
date that would change market or viewer reaction to the content o f a film, we believe that
the expected loss on the film should be recorded in the June 30 financial statements.
Explain in the basis for conclusions the use of “reasonably assured” vs. SOP 97-2
“probable’’ hurdle as a revenue recognition criteria
Paragraph 8 o f SOP 97-2 and paragraph 6 of this ED have similar criteria for the
recognition of revenue. However, as previously alluded to, we do see some differences
between the motion picture and software industries that would require differing
accounting standards when nonexclusive rights are sold. One difference between the two
documents is that collectibility must be “probable" under SOP 97-2 and “reasonably
assured" under the ED. AcSEC concluded that software revenue recognition was unique
from the perspective that the significant evolution o f new technologies could result in
instances where one party elects to not pay the vendor because the technology sold was
updated or better technologies were released into the marketplace. In other words, the
speed o f technological change in the software marketplace caused AcSEC to be
concerned regarding the issue o f collectibility and therefore establish higher thresholds.
Accordingly, AcSEC concluded that the collectibility criteria should be consistent with
CON 5 which states that prior to recognition of revenue there should be “an acceptable
level of assurance o f the existence and amounts o f revenues.” The distinction is an
important one as the probability criteria in SOP 97-2 is perceived as a higher threshold
than the reasonably assured criteria. Another example is SOP 97-2, paragraph 28 which
notes that extended payment terms (in excess of twelve months) usually indicate a fee is
not fixed and determinable. That paragraph was deemed appropriate for the software
industry, but certainly is not appropriate for the motion picture industry. In the motion
picture industry', when a producer or distributor licenses and delivers a film, the film is
completed and there is no risk o f obsolescence.
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We agree with AcSEC’s conclusion regarding the use o f the reasonably assured
collectibility threshold as a precursor to revenue recognition. We believe that a
discussion similar to that above related to the AcSEC’s conclusions should be included in
the basis for conclusions o f the SOP.
Clarification of term “overall deals”
An overall deal is an arrangement in which an entity enters into an arrangement with
another party to pay that party an amount for preferential or exclusive use o f that party’s
professional services. The ED states that costs o f overall deals that relate to a specific
project should be capitalized as part o f that project. Conversely, the costs o f overall deals
that do not relate to specific projects should be expensed as incurred. We believe that
AcSEC should provide guidance in determining what criteria are necessary for whether a
cost is considered to be tied to a specific project. Our concern is that, in practice, many
o f the costs o f overall deals will be capitalized as a part o f a specific project when they
either only relate to that project in a general sense, or relate to several different projects.
********
We appreciate the opportunity to express our views. If you have any questions regarding
our comments, please contact Bob Conklin at 203-316-5766, Jim Harrington at 201-521 3039 or Dave Kaplan at 203-316-5745.

Very truly yours,
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APPENDIX A
ANSWERS TO THE SPECIFIC QUESTIONS POSED BY AcSEC IN THE
EXPOSURE DRAFT
Issue 1: The proposed SOP requires that, i f certain conditions are met, the licensing o f
film products be reported as sales i f substantially all o f the fa ir value fo r a market or
territory has been transferred to the customer on an exclusive basis. Certain fe es in
licensing arrangements, including many television arrangements, would not qualify fo r
immediate revenue recognition upon signing o f arrangements. Do you agree with the
proposed accounting? Why?
Response: As discussed under the heading Discussion o f Significant Issues - Exclusivity
(page 2), we disagree with AcSEC’s approach relative to exclusivity. However, where
exclusivity exists in a license agreement we concur with AcSEC’s criteria that
substantially all o f the fair value for a market and territory must be transferred to
recognize revenue immediately. We believe that AcSEC should consider providing a
definition o f exclusivity and improving the definitions o f “market” and “territory” to
improve the operationality of the “substantially all” test. Additionally, as discussed on
page 4 (revenue recognition patterns), we believe that AcSEC should permit only ratable
recognition of revenue for exclusive arrangements where substantially all o f the fair value
is not transferred.
Issue 2: The proposed SOP precludes immediate revenue recognition i f an arrangement
may require an entity to make significant changes to a film after its delivery. However,
insignificant changes would not preclude revenue recognition. Do you agree with the
proposed accounting based on whether the changes subsequent to delivery are significant
or insignificant?
Response: We agree with AcSEC’s conclusions that if an entity is required to make or
may be required to make insignificant changes to a film after its delivery, revenue
recognition should not be precluded. As discussed under Other Comments - Significant
vs. Insignificant Changes to a Film (page 8), we believe that AcSEC should further
develop the theory underlying how a change is classified as “significant” or
“insignificant” and that insignificant changes be defined to include only certain activities
to ensure consistent application of paragraph 12 o f the ED.
Issue 3: The proposed SOP requires that participations and residuals be accrued in total
and included in film costs based on the estimated ultimate gross revenues o f a film . Do
you agree with the proposed accounting? Why? I f not, what alternative method do you
believe is more appropriate and why?
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Response: We disagree with AcSEC’s conclusion that participations should be accrued
in total and included in film costs based on estimated gross revenues o f a film. Please
refer to Discussion o f Significant Issues - Participation Costs (page 4) for a more
thorough discussion o f our position on this issue.
Issue 4: The proposed SOP requires capitalization o f early release and prerelease
exploitation costs o f theatrical products, with a limited amortization period. Do you
agree with the proposed accounting? Why? I f not, what alternative method do you
believe is more appropriate and why?
Response: While we believe that an analogy to SOP 93-7 would support expensing
exploitation costs as incurred, we do not take exception to AcSEC’s conclusion that
requires capitalization o f early release and prerelease exploitation costs with a limited
amortization period. Please refer to Discussion o f Significant Issues - Exploitation Costs
(page 6) for a more thorough discussion o f this issue.
Issue 5: The proposed SOP requires certain disclosures. Do you agree that the
disclosures are necessary? Why? What disclosures should not be required? Why?
What additional disclosures should be required? Why?
Response: On an overall basis, we agree that the disclosures required by the ED are
appropriate. Below, we will discuss each disclosure requirement, as well as some
recommendations to those provisions that we believe AcSEC should consider.
•

.(Paragraph 45 o f the ED) The disclosure o f an entity’s accounting policies for
revenue recognition, production costs, exploitation costs and participation costs is
consistent with APB No. 22, Disclosure o f Accounting Policies, paragraph 8. We
continue to believe that this information is an integral part o f the financial statements
and related notes.

•

(Paragraph 46 o f the ED) Due to the differences in the theatrical and made-fortelevision marketplaces, we believe separate disclosures o f film cost components for
these marketplaces will provide meaningful information to financial statement users.

•

(Paragraph 46 o f the ED) We believe that AcSEC’s conclusion that information
regarding the expected amortization o f film costs is appropriate and consistent with
disclosures required for long-lived assets. However, we recommend that AcSEC
consider requiring entities to disclose expected amortization for the next year. Since
many producers and distributors currently present current and long-term portions of
film costs on the balance sheet and the ED only permits a long-term presentation, we
believe that this disclosure would provide users o f financial statements with
information consistent with what that they receive currently. Further, we believe that
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financial statement users will find these disclosures useful in understanding the nearterm impact o f film cost amortization on the income statement. Our recommendation
is consistent with the disclosure requirements o f FAS No. 133, Accounting fo r
Derivative Financial Instruments, which requires disclosure o f the near-term income
statement impact o f amounts accumulated in other comprehensive income for cash
flow hedges.
•

(Paragraph 47 o f the ED) Relative to the proposed disclosures for participations in
the ED, we believe that their necessity depends on AcSEC’s final conclusion on the
accrual methodology. If AcSEC adopts our recommendation to require accrual of
participation costs using a royalty fee accounting model, we believe that this
disclosure would not be relevant. However, we would recommend that AcSEC
require disclosure o f the expected total payments under participation arrangements, as
this information would highlight the impact o f participation arrangements on future
gross profit percentages. Requiring such disclosure is also consistent with the FAS
No. 5 commitment disclosure requirements and with disclosures made by companies
in other industries for similar arrangements (i.e. disclosures made by publishers for
advance commitments to authors). If the model for recognition o f participation costs
remains unchanged in the final SOP, we agree that this disclosure is appropriate.

Issue 6: One o f the underlying conclusions in the proposed SOP is that film s are more
like long-lived assets than inventory. Therefore impairment would be recognized and
measured in accordance with FASB Statement No. 121, Accounting fo r the Impairment o f
Long-Lived Assets and fo r Long-Lived Assets to Be Disposed O f cash flow s representing
additions to film costs would be reported as cash flow s from investing activities, and film
costs would be classified as noncurrent assets in a classified balance sheet. Do you
agree with the underlying conclusion? Why? I f not, how would you recognize
impairment and why?
Response: We believe that there are legitimate conceptual arguments for viewing such
costs as either inventory or long-lived assets. However, as discussed under Discussion of
Significant Issues - Film Cost Classification and Impairment Issues (page 7), we believe
an inventory characterization is more appropriate.
Issue 7: Do you agree with the proposed S O P ’s approach fo r loss recognition on
episodic television products? Why? AcSEC considered and rejected requiring
immediate loss recognition fo r the total loss expected based on the number o f episodes
expected to be delivered. Do you agree with the alternative approach? Why?
Response: We agree with AcSEC’s view that loss recognition on episodic television
products should be recognized as described in the ED. Some would argue that a more
appropriate model would be to recognize all of the losses on an adverse contract basis in
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accordance with FAS No. 5, Accounting fo r Contingencies. However, we believe that a
framework more analogous to the current research and development model is appropriate
for producers and distributors o f films. We believe that the research and development
model is more consistent with the underlying business objectives o f developing episodic
television shows. Additionally, we note that the recognition o f losses on an episodic
basis is consistent with the recent SEC Staff speeches at the December 9, 1998
AICPA/SEC Conference which discussed internet “loss” arrangements and operating
lease loss accruals. These SEC Staff speeches discussed situations where loss
arrangements should be recognized consistent with the model proposed in this ED and
not accrued as a one-time charge. Further, we believe that the FAS No. 5 model
provides some challenging hurdles before it could be a usable model, as described below.
AcSEC may wish to list some o f these concerns as support for its approach in the basis
for conclusions o f the final SOP.
A unique aspect o f the production o f episodic television shows is that producers often
produce a series at a loss in the early years o f production. The producers’ objective is to
develop a series with a sufficient number o f episodes to enable syndication o f the show.
It is in the syndication period that the producer is able to generate significant profits. We
understand that networks will often pickup only a limited number o f episodes o f a new
episodic television show in order not to commit to a significant investment in an
unproven series. In most cases, the network will have an option to renew the series for
several seasons. Should the network exercise the option, the producer would be required
to incur significant future losses on the production o f additional episodes. The exercise
o f such option is outside the control o f the producer. In applying the FAS No. 5 model to
this common network arrangement, it may be difficult to determine how many episodes I
seasons will be renewed and when the threshold o f probability has been met. Should a
liability be recognized for only those episodes to which the network has committed or to
all episodes covered by the option? Additionally, if a liability is recognized for only
episodes committed to by the network, would the producer recognize a liability for losses
for the episodes under option when it is probable that the option will be exercised?
Would the fact that it is probable that the option will be renewed, lead the producer to
believe that it is likely the show will reach syndication and, therefore, losses should not
be recognized .at all? These are difficult questions and dilemmas that we believe
demonstrate the problem with using a FAS No. 5 model for an episodic television series.
In short, we believe a FAS No. 5 model would likely result in vast inconsistencies in
practice.
Issue 8: Do you agree with the proposed SO P's requirements that a property that has not
been set fo r production within three years from the time o f the first capitalized
transaction should be considered disposed o f with the related losses charged directly to
income? Why? Do you agree with the rebuttable presumption that a property to be
disposed o f by abandonment has zero fa ir value? Why?
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Response: We agree with AcSEC’s conclusion that a property that has not been set for
production within three years from the time o f the first capitalized transaction should be
considered, disposed o f with the charge made directly to earnings. Additionally, we agree
that a property disposed o f by abandonment has zero fair value subject to an entity
providing refutable evidence o f some greater fair value.
Issue 9: Do you agree with the proposed SO P's transition provisions? The proposed
transition provisions will require entities to review all existing contracts to determine i f
they meet the revenue recognition requirements, revise ultimate gross revenues, adjust
production costs to remove unamortized exploitation costs fo r film s that are no longer in
the theatrical release phase in a territory, and adjust production costs to remove the
effect o f abandoned projects that were capitalized. Please comment on the practicality o f
the cumulative effect approach. I f you do not agree with the transition provisions, what
transition method do you propose and why?
Response: We agree with AcSEC’s conclusion that transition should be in conformity
with APB No. 20 and reflected as the cumulative effect o f a change in accounting
principle in the year of adoption.
As discussed above under Discussion o f Significant Issues - Effective Date (page 8), we
believe that the effective date o f the SOP should be delayed for one year.
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January, 1999
Daniel Noll, Technical Manager
Accounting Standards, File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Regarding: Exposure Draft - Proposed SOP - Accounting by Producers and Distributors
o f Films
Dear Mr. Noll:
The Accounting Standards Committee o f the Maryland Association o f CPA’s has
reviewed and discussed the above mentioned exposure draft. Our committee contains a
diverse range o f academics, practitioners and corporate officials and we were able to
discuss this matter from a variety o f different perspectives.
Our response will be in the form o f answers to the questions listed in the exposure draft
and will use the same numbers as those questions.
1. The committee agreed, in general, with the proposed methods o f revenue recognition.
These methods are roughly in line with the revenue recognition models used by most
other industries and other accounting literature.
2. The committee was concerned that the line between significant and insignificant was
less than clear and perhaps revenue should not be recognized until the product is
complete.
3.. The committee agrees with this method o f accounting. The committee understands
that often a significant portion o f an actor’s or director’s compensation is in the form
o f participations. As such, the committee believes that participations and residuals
are a part o f the cost o f producing films and should be recognized as such.
4. The committee had many different opinions about the amortization period for
exploitation costs. Some members thought that two levels o f amortization should be
employed - one for theatrical releases and another for other releases. Some members
agreed with the proposed accounting, which allows for exploitation costs to be
amortized over three months. However, there was concern that this method might
cause some expense distortion at certain intervals. For example, a film with an initial
opening on Christmas would show the majority of its exploitation costs as an asset at
December 31 o f that year. It seems that if the film’s revenue was less than expected,
a large portion of these costs should be expensed at that date but would not be
required to be under the proposed accounting. Many members also wondered why
this proposed SOP o ffe rs d iffe re n t tre a tm e n t fo r th is in d u stry , when compared with
the requirements under SOP 93-7 for other advertising.
5. In general, the committee agreed with the proposed disclosures but questioned how
the 60% figure mentioned in paragraph 46 was arrived at. See the response to

5.

6.
7.

8.

question 6 regarding the classification and cash flow issues.
Most, but not all, committee members believe that the accounting for film costs
should more closely resemble inventory, with a current portion and a non-current
portion. The current portion would be that part which was expected to be amortized
in the current period. This asset would have to be regularly evaluated for impairment.
The approach in the proposed SOP appears reasonable with respect to these items.
The committee was in agreement that any write off o f story costs should not be
charged to overhead but the effect should be dropped directly to the bottom line o f the
income statement. This would be consistent with a write down for the impairment of
inventory..
Members o f the committee were in agreement with the transitional provisions o f the
proposed SOP.
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Dear Mr. Noll:
The Auditing and Accounting Standards Committee (“the Committee”) o f
the New Jersey Society o f Certified Public Accountants (“NJSCPA”) is
pleased to submit its comments regarding the proposed statement o f
position “Accounting by Producers and Distributors o f Films” (“the
proposed SOP”) dated October 16, 1998. The viewpoints expressed herein
represent the majority o f the Committee and are not necessarily indicative
o f the view held by all members o f the NJSCPA.
Below are our responses to the nine issues raised by the Accounting
Standards Executive Committee (“AcSec”) in the order set forth in the
proposed SOP:
1. The Committee had difficulty with the practicality aspect o f the
90% test described in paragraph 7. Where can a preparer o f
financial statements obtain objective evidence o f fair value o f
the film to be able to satisfy the 10% test? The Committee
believes that the revenue should be recognized immediately
even if the licensor retains substantial ownership benefits after
the license period.
2. With respect to significant changes after the delivery o f the
film, the Committee believes that a pro rata allocation o f
revenue should be made based on the estimated cost to
complete the change, and deferred until the change is
completed so that income is recognized as work is completed.
An analogy can be drawn to long-term contract accounting or
multi-element software arrangements. The Committee did not
agree that the examples o f “substantial changes” cited in the
proposed SOP warrant non-recognition o f revenue.

Mr. Daniel Noll
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3. The Committee agreed with the position o f the proposed SOP
pertaining to participation and residuals.
4. The Committee agreed with the proposed SOP requiring
amortization o f the exploitation cost over a limited amortization
period. However, an issue was raised pertaining to exploitation
cost incurred immediately before the fiscal year end o f an
entity. Assuming that shortly after the balance sheet date, the
motion picture turned out to be unsuccessful, the Committee
believes that the entity should be required to write-off the
exploitation cost in full at the balance sheet data and prior to
the amortization period prescribed by paragraph 27 o f the
proposed SOP.
5. The Committee agrees with the scope o f the disclosures
prescribed by the proposed SOP.
6. The Committee agrees that motion pictures are within the scope
o f FASB Statement 121.
7. The Committee is in agreement with the conclusion regarding
revenue recognition o f television episodic products. However,
the Committee was concerned about the practicality o f this
provision. What objective evidence would the preparer o f
financial statements use to determine the critical minimum
number o f episodes that would warrant including the secondary
market revenues in the ultimate gross revenues as prescribed
under paragraph 29 (d) o f the proposed SOP?
8. The Committee disagreed with the rebuttable presumption that
required film related intellectual property held by producers
and distributors to be written off after three years if not
developed. The Committee believes that if the entity can
demonstrate by credible objective evidence that the intellectual
property such as screenplays, book rights, stage plays, etc.,
have fair market value higher than zero, then any loss should be
measured as the amount by which the carrying amount o f the
asset exceeds its fair value less cost to sell. The Committee
does not believe that if such objective evidence exists the fair
value should be zero.
9. The Committee agrees with the proposed SOP transition
provisions.

Mr. Daniel Noll
January 18, 1999
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The following are additional comments expressed by the Committee:
The Committee believes that the proposed SOP will be significantly
improved by illustrations and examples o f specific applications o f the
provisions.
The Committee disagreed with AcSec’s position regarding persuasive
evidence as described in paragraphs 52 and 53. Persuasive evidence o f an
arrangement may vary with respect to an arrangement from one entity to
another, since some entities rely on contracts and others rely on other
means o f contracting with third parties (i.e., purchase orders or on-line
authorizations). The Committee believes that purchase orders and on-line
authorizations are examples o f contract arrangements entered into under
the Uniform Commercial Code as oral contracts even when no written
document summarizes all aspects o f the transaction. It would be helpful if
the SOP clarified what was meant by “persuasive evidence”. Also, is it
different from the definition recently provided for in the proposed SOP on
“Modification of the Limitations and Evidence o f Fair Value in Software
Arrangements” where reliance was placed on “vendor-specific objective
evidence”?
We are pleased with the opportunity to express our views on the proposed
SOP.

Very truly yours,

hairm an
a Standards C om m ittee
JA F /dp
cc:
'

D aniel J. M eehan, CPA , President
Paul V. Stahlin, P resident-E lect
M erryl A. B auer, E xecutive D irector

January 15, 1999

Mr. Daniel Noll
Technical Manager
Accounting Standards - AICPA
1211 Avenue o f the Americas
New York, New York 10036-8775

Re:

Exposure Draft of SOP
Accounting By Producers and
Distributors of Films

Dear Mr. Noll:

In many ways this draft o f film industry accounting will improve existing practice.
However, for a variety o f reasons, the proposed SOP should not be issued in its current
form. Among the most important are the following:

(A)

Conceptual and theoretical errors;

(B)

Application issues;

(C)

Failure to achieve stated objectives; and

(D)

Inadequate representation on the Task Force.

1. Late in 1997 the Accounting Standards Executive Committee (AcSEC) issued a
release which said, in summary, that AcSEC had been unable to reach a consensus on
the then draft SOP and that it would deal with specific issues on an interpretive basis
only. Less than six months thereafter, without any public notice, the Motion Pictures
Task Force had been reconstituted and a substantially revised exposure draft o f a
proposed SOP was presented to a reconstituted AcSEC for approval to expose.

One cannot help but ask:

(1)

Why neither the film industry nor CPAs practicing in the industry were
informed that the Motion Picture Task Force was being reconstituted?

(2)

Why substantial conceptual modifications were made to the 1997 draft SOP
without the leaders in the film industry being informed or consulted?

(3)

Why, as it appears to many, is there such a rush to publish a new SOP?

(4)

Why the current chair o f AcSEC makes public statements that he does not
believe there will be substantial modifications to the draft SOP, when he has not
even read the first comment letter?

Many industry financial people believe the industry has not been adequately
represented by the current composition o f the Task Force. The 1995 Task
Force’s make-up included seven CPA’s with substantial experience in the
industry experience. O f the seven members o f the 1998 Task Force, two have
virtually no experience in the industry, one studio representative who had little
experience is no longer employed by his studio, and one member has not
experience in accounting. This leaves three members — a studio representative,
that studio’s outside auditor, and another Big-5 CPA to represent the industry.
It is difficult to contend that this group’s views can or should represent the
entire industry.

2. The AICPA Charter re-establishing the Motion Picture Task Force (Task Force) in
1995 had two charges. The first was to update SFAS No. 53 for changes which had
occurred in the industry since it was written. The second was to revise the language
in SFAS No. 53 to narrow the variations in practice in its application.
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Nowhere in either the documentation requesting the re-establishment o f the Motion
Pictures Task Force, or in its charter, was any assertion made that the existing
accounting model for motion pictures needed to be substantially modified. Had this
need been identified by anyone at the AICPA, it should have been stated, debated,
and if Approved included in the Task Force’s Charter.

The proposed SOP includes substantial modifications to the film industry accounting
model which is existing GAAP. The need for these changes (other than exploitation
costs) have not been demonstrated to either be practice issues or theoretical issues.

3. Scope. Paragraph 4. states the SOP does not apply to entertainment products within
the scope o f FAS No. 86 or EITF issue 96-6. It should be noted that feature films (for
example, Toy Story and A Bug’s Life) and television product (for example, the
Simpsons) as well as virtually all animated films and cartoons are solely produced
computer software. Other films have 50% or more o f their viewable story created by
special effects using specially developed computer software.

These situations have raised considerable debate as to where to draw the line between
• “film making” and “software development” as viewed under GAAP. It would be
useful to both producers and accountants for the SOP to provide guidelines as to the
circumstances in which to apply SFAS No. 86 vs. those in which apply to the SOP.

4. Paragraph 6., which is a recitation o f existing GAAP in SFAS No. 53, is modified in
the SOP by Paragraph 7. However, there has been no fundamental underlying change
in the “earnings process” inherent in the film industry since the advent o f SFAS No.
53. Existing GAAP recognizes that once a licensee has the right and ability to exploit
a film subject to a license, the licensor’s earnings process is complete. There are no
additional obligations or processes the licensor is required to perform. The proposed
SOP, however, imposes additional requirements on the revenue recognition process
for certain types o f licenses. It is unclear why this modification to existing GAAP is
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needed. It is also unclear which o f three or four methodologies for computing
“expected fair v a lu e . . . at the end o f the licensing period” is to be used. Nor is it
clear whether the same methodology has to be followed for each film. What is clear,
however, that Paragraph 7. will expand a producer’s ability to abuse GAAP by
making more conservative, or less conservative calculations, o f terminal value for
new films each accounting period depending how the other aspects o f the business
have performed. (This assumes that the computations on a given film and license are
only made once, which is also not clear in the SOP.)

5. Paragraph 7. has a number o f conceptual flaws:

(A) The paragraph is premised on the notion that an entity establishes a “method
o f accounting” by identifying its markets and territories. While this notion,
and its application, are difficult to comprehend without considerable
amplification, it appears to be conceptually incorrect. The SOP, itself, defines
both markets and territories. How a film is exploited in markets and territories
is not determined by producers but by prospective customers. Customers
make proposals to obtain film rights for very wide or very narrow segments o f
the market place depending on their (the customers) particular strength and
appetite in markets or territories. A satellite-based customer can bid for free
TV, pay TV and pay-per-view rights individually, or in combination,
depending upon its view as to the success o f the film in those markets.
Similarly, this customer can bid for film rights in a country, several countries,
a continent, part o f a continent, a segment o f the population, specific
distribution outlets (for example airlines) or the universe. A producer may
find it economically more beneficial to license film A to customer X for North
America but film B to customers W, Y and Z for the U.S., Mexico and
Canada. There is no change in accounting in this instance, only a change in
the producer’s view o f its best economic licenses. Realistically, the territory
for a film is the entire universe. How that territory gets sliced and diced is not
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based on geography or language, but on which customers offer the best terms
for the various components o f the universe.

The notion o f establishment o f a method o f accounting should be discarded.
If left in place, producers will probably be forced into reporting “changes in
accounting” every year.

(B) Paragraph 7. and Paragraph 63. presume that a license transfers substantially
all o f the risks and benefits incident to ownership o f a film. Notwithstanding
the SOP’s artificial definition o f “substantially all,” it should be noted that in
reality the benefits and risks o f ownership o f a film are almost never
transferred by a license. The only transfer is the right to exploit a film and
only in specific markets and territories. This right has obvious potential
benefits, principally the generation o f revenues. Most licenses, however, do
not give the licensee the right to sub-license the film, to modify the film ’s
structure (other than for censorship, dubbing or language changes), to change
the title, to change the soundtrack, to produce sequels, to license the film ’s
characters in other markets, or to pledge or encumber the copyright o f the
film. These would be incidents o f ownership but they are not transferred.
Similarly, a license does not transfer certain risks associated with a film. A
licensee does not normally assume the responsibility o f reporting to guilds or
participants for the films financial results. The licensee does not get sued for
copyright infringement. The licensee is not subject to participants’ audit
claims. The licensee is not responsible for reclaiming prints o f the film and
storing them. The licensee is not responsible for protecting the master print or
updating the copyright. The licensee does not have to maintain a large
infrastructure o f sales and accounting personnel to continually sell, track and

account for a film’s total economic activity.
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Thus, but for the unrealistic definition o f “substantially all” in an apparent
attempt to force film licenses into lease accounting, it cannot be said that a
license transfers substantially all o f the time benefits and risks incident to
ownership, as stated on page vii o f the SOP. If the drafters if the SOP are so
o ffended by the current GAAP that they see the necessity o f artificially
forcing producers to recognize revenue on a period o f time basis, why have
Paragraph 7. at all. Rather, simply have the SOP mandate ratable revenue
recognition on contracts with terms longer than one or two years and dispense
with the rest o f the busy work. (In this regard, it should be noted that the
licenses subject to this paragraph permit the licensee to run (air) a film a
specific number o f times during the contractual term. Many licensees exhaust
the number o f runs prior to the contract termination date. In such instances
the rights revert back to the licensor who is free to re-license the film. These
situations will result in blips in the ratable revenue recognition process, since
the licensor will recognize all remaining revenue when the rights revert. In
addition, licensors will contend that since a minority o f licenses run to term,
they will have to make additional estimates o f the termination points in
making the prescribed calculations. This all makes the implementation o f this
paragraph pretty messy.)

(C) Paragraph 7. uses the language “market and territory.” Since there can be
multiple markets in one territory, and multiple territories covered by the
license for one market, this language is inappropriate.

(D) Paragraph 7. specifies that the term “substantially all” should mean that the
expected present value o f the residual value o f the film right at the end o f the
licensing period will be less than 10% o f the fair value o f the film right in that
market and territory at the beginning o f the license. Since the producer cannot
necessarily predict that it will or will not relicense the film right to exactly the
same combination o f market and territory at the end o f the term, he does not
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theoretically have the ability to make the prescribed calculation. What do the
framers o f the SOP propose for this circumstance?

(E) Inherent in paragraph 7 is the lease model which presumes that the leased
asset’s functional utility is consumed over time or usage. A film right is not
consumed. It can be exploited again and again in various capacities such as
sequels, spin-offs, character creation and merchandising, remakes, live
performances, retail sales and so on.

A film right is an intangible similar to a trademark, a play, a symphony, a
work o f art, an opera, a famous individual’s signature, a patent or a copyright.
All have utility lasting well beyond the initial term o f any agreement
governing their use, and their ultimate intrinsic or residual monetary value are
often impossible to predict. This is one reason the early committees working
on the SOP decided to put a 10 year limit o f the revenues to be included in
revenue ultimates was that some films can produce a very long income
streams. This resulted in some companies abusing SFAS No. 53 by projecting
ultimate revenues out for decades.

(F) An anomaly o f Paragraph 7. is that poorly performing or average performing
films will likely be treated as sales, while highly successful films will not. Is
this the accounting result deemed appropriate by the framers o f the SOP?

(G) The SOP’s definition o f film includes television product (a fact which seems
to have been overlooked in drafting this paragraph and others). The
requirement to calculate initial and expected residual values by
market/territory on each TV product license could result in over 300
computations per “film.” Can the cost o f this exercise possibly be justified by
the perceived benefits?
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(H) The SOP does not consider the practice used by many entities which is
distributing films in packages (a.k.a. volumes) rather than individually. At the
end o f the initial license, a package can be reconstituted for marketing a
second or third time. If the producer cannot predict how the films will be
repacked, how can he make the residual value computation?

To summarize, Paragraph 7. is conceptually flawed and impractical, if not impossible,
to apply.

6. Paragraph 13. needs to be clarified. If cable TV or pay-per-view licenses around the
world are generating revenue right at the end o f a fiscal year, but licensees do not
report the revenue to the U.S. rights holder until two months later, what is “the
determinable amount” o f this revenue? Does a producer wait until all significant
revenue is reported before preparing financial statements since he does not have
enough information on his own to make an appropriate accrual?

7. The last sentence in paragraph 16. needs to be modified to be workable. The word
“earns” should be changed to “reports.” Producers do not have the ability to know
' when overages are being “earned” by its customers. There are too many licenses to
attempt to track revenues in this manner. Moreover, the licensee reports the earnings
net o f certain costs and fees. The producer has no way o f knowing what those costs
are, even if he could reliably estimate gross revenues. It is more appropriate, and
industry practice, to recognize overages as reported. Revenues o f this nature should
not be estimated and accrued as this practice is very susceptible to abuse.

8. Paragraph 19. seems to presume that the release o f a film governs the success o f filmrelated products. This is not the case. Soundtracks, characters and toys can be very
profitable prior to a film’s release by virtue o f their own quality and acceptance. In
addition, some films are sequels for which remarketing o f previous characters is
performed along with new characters. Batman, Star Wars and Superman are good
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examples. To require deferral o f revenue in instances where film products have stand
alone earnings power in the marketplace, and do not have a requirement for release o f
the related film, is inappropriate.

9. There are a number o f conceptual and practical flaws with respect to Paragraph 26:

(A) This paragraph includes participation costs as film costs. Participation costs,
by the SOP’s definition, include residual costs. As previously noted, the
definition o f film includes TV product. It is clearly impossible to calculate
participations and residuals in the early stages o f a TV series life cycle. In
addition, almost all early residual calculations on motion pictures are
imprecise because decisions as to how to exploit films in ancillary markets are
often not yet made until months after theatrical release. One only needs to
look at Titanic, Seinfeld, ER, There’s Something About Mary, Gone W ith The
Wind, Star Wars, General Hospital, Days O f Our Lives or I Love Lucy to see
definitively that accurate calculations o f the participation cost (as defined by
the SOP) was not possible in the first few weeks or months after those film s’
release.

(B) Even if it were possible to reliably estimate participations and residuals, it is
not possible to reliably estimate when the producers will receive the revenues
on a given film, and therefore, when the related participations and residuals
will be paid. Most guild and talent agreements specify that the cash has to be
received by the producer before a payment is required. For a reasonably
successful film or TV series, one simply cannot predict these cash flows
within a relatively short time period after a films release. Thus, the “fixed and
determinable” requirement o f APB #21 cannot be met. In addition, the costs
and revenue streams for episodic television shows (defined as films) can vary
widely depending upon the characters who come and go, the length their o f
popularity, and the television market itself. Who could have guessed that the
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latter seasons o f Cheers, Seinfeld or ER would have commanded the license
fees they were awarded? Who could have predicted that any TV actor would
actually receive $1 million or more per episode as compensation?

(C) 'Guild contracts are renegotiated every 3 to 4 years. Usually the residual
payment terms increase with each renegotiation. This increase is applied to
newly created product which means that a producer o f a long-running
television show could pay X.2% per thousand dollars o f qualifying revenue in
1992, but X.9% o f qualifying revenue in 1999 for episodes o f the same show.
How is this producer supposed to present value to his show ’s residuals with
these unpredictable changes?

(D) What is going to happen in practice is that producers will attempt to quantify
participations according to the SOP. The unsuccessful or marginal films will
produce a reasonably reliable result (since the residual value is unlikely to be
significant) and producers will be able to apply Paragraph 26. The successful
films, and most television product will not produce a reliable result, so
producers will tend to accrue the participations under their current practice.
This will result in inconsistent accounting which will produce less comparable
financial statements than in current practice.

(E) If the participation accounting proposed is adopted, the classified balance
sheet presentation for film companies will become less understandable and
informative, not more so. Participation and residual costs will be buried in
long-term film costs while a significant portion o f the related liability will be
shown as current. The constant gross profit notion will be stood on its head as
adjustments will be made every year to “film costs,” which adjustments will
primarily represent changes in participation and residuals. Analysts will be
unable to determine whether management is spending its dollars on negative
cost or participations and no one will be able to figure out cash flow because
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the change in participation liabilities will not have a direct relation to the
increase or decrease in long-term film costs.

In summary, it is inappropriate for the SOP to prescribe accounting policies which
cannot reasonably be applied to 100% (or close thereto) o f the transactions to which it
is suppose to apply and which will render financial statements less informative. The
current model for “flowing” residuals and participations works well in practice and
should be retained.

10.

Paragraph 27. unduly and unjustifiably imposes an accounting burden on theatrical
rights holders to account for amortization on a territory by territory basis. As a
practical matter, the universe can reasonably be segmented for purposes o f keeping
track o f exploitation costs. Currently the predominant practice is domestic and
foreign. However, in view o f the “three month” limitation specified in this
paragraph, current practice may need to be altered whereby these costs are tracked
in each major territory, with everything else expensed as incurred. (It truly makes
no sense to track exploitation costs for each country in Latin America, Africa, Asia,
Central America, etc.)

Additionally, the combination o f the language in Paragraph 27., and the SOP’s
definition o f exploitation costs, results in a requirement for distributors to expense
the costs o f their cassette inventory upon release o f a film in the videocassette
market. This accounting, while conservative, is hardly rational or consistent with
GAAP. -

11.

Paragraph 31. is conceptually incorrect which causes the SOP to be internally
inconsistent. Episodic television series are not single products any more than film
sequels are continuations o f the first film (which would obviously create an
accounting nightmare).
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If it were true that episodic series were a single product:

(A) Days O f Our Lives, General Hospital, As The Word Turns, etc., may never be
finished films. How could one ever use the film forecast method on such a
single product?

(B) One could not prepare a reasonable forecast o f ultimate costs and ultimate
revenues for Seinfeld, M*A*S*H, Cheers, ER, Dallas, etc., until it was known
when the last season would be.

(C) Later episodes o f a successful show would not command license fees o f 4, 6
or 8 times the license fees o f the early episodes.

(D) License fees or costs for episodes with or without key actors would not vary
significantly.

(E) One would have to defer all costs and revenues until the end was in sight, if
one were to truly apply the notion o f constant gross profit.

(F) One would not take episode by episode write-offs since this practice would be
tantamount to writing off a piece o f the whole, usually when the whole was
least definable.

If there needs to be an aggregation applied to episodic television (which in itself is
questionable proposition) the aggregation into a series year is most appropriate.
The series year is normally how shows are initially contracted and how they are
licensed in syndication. The series year will normally have the most continuity o f
actors/actresses. The series year is how both the networks and producers negotiate
contracts on license fees, cost overruns and reruns.
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If one views all o f the totality o f the SOP, the notion o f viewing episodic television
as a single product is essentially irrelevant because none o f the accounting in the
SOP flows from it. If anything, the accounting in the SOP refutes the concept. This
notion should be deleted.

12.

Paragraph 41. and 42. It is unclear why changes to existing practice are needed.
Given the subjectivity o f film related estimates, it is strange that GAAP would treat
each month or quarter as if it were a year end and as if all significant facts and
decisions were knowable with 2 to 13 weeks o f a film or TV series’ release.

There is ample precedence in GAAP for treating changes in estimates as is currently
set forth in SFAS No. 53. In providing for income taxes, GAAP recognizes that tax
estimates are not perfect and need to be adjusted on a year-to-date basis each
quarter. Aircraft manufacturers also use estimates for ultimate number o f units to
be produced in the program and learning curve factors. These estimates are also
updated on a year-to-date basis each quarter. Estimates by film producers cannot be
viewed as precise. The users o f financial statements will not be well served by
having gross margin percentages fluctuating quarterly due to changes in estimates.
This change to existing practice is not an improvement in film accounting, nor is it
needed or warranted.

As very undesirable result o f going to the practice specified in 41. and 42. is that
producers will be incentivized not to lean to conservatism in the early stages o f a
film ’s life cycle. By using the least conservative o f the acceptable range o f
probable estimates, producers will be able to report better results in early periods
and bleed the bad news (if it comes) in later periods. One would think the SOP
would want to encourage conservatism in the early periods rather than providing a
obvious mechanism for front-ending income.
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Paragraphs 35. And 36. cannot be rationally applied under Paragraphs 41. and 42.
Producers do not know at the end o f 90 days or 180 days what total production
overhead will be or what the allocable production base will be. To cut off
artificially during a year will result in improper recognition o f under absorbed costs
as expense, or over absorbed costs as income. A similar inappropriate result can
occur with costs on overall deals.

13.

The SOP inappropriately defines participations as deferred compensation. While
the legal advisors to the multitude o f talent, who have never received a participation
dollar, will love having an authoritative body to quote in court, the fact is that the
participations are contingent compensation. While some participation liabilities
may become probable within a few weeks, months, or in the case o f TV series,
years after release, they are not probable when the film is being produced, nor at
any time prior to release.

GAAP certainly does not permit the accrual o f other performance based
compensation, for example, incentive bonuses into an APB No. 16 calculations,
even though one could make as valid a case that they were probable.

Additionally, the SOP inappropriately defines participations and residuals as if they
are equivalent. They are not. Residuals are not primarily based upon the financial
success o f a film. A residual is based on how many times a film is played in certain
markets or how many dollars are derived from selected markets. Residuals are
derived from collective bargaining agreements with the industry’s guilds. They are
not picture specific. Residuals are payable even though a film is commercially
unsuccessful. Residuals are less susceptible to quantification in the early stages o f a
film ’s life cycle because the rights holder often will not have made the final
decisions on which markets to exploit (for example, rental vs. sell through video,
network vs. syndicated television, pay-per-view vs. free television, etc.) early on.
In addition, for TV products the rights holder will have little idea early in the
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products life cycle as to how many runs the show will ultimately have on network,
network strip, first cycle syndication or subsequent cycles o f syndication.

Participations are derived from negotiations with specific talent for specific
pictures. Participations are intended to reward talent for commercial success.
Participations tend to be revenue dollar based, and producers can develop more
accurate estimates o f total dollars to be generated from the video, television
markets, etc. based on theatrical results. Residuals, by contract, tend to decrease as
a percentage o f related revenue over time. Participations tend to increase.
Participations are effected by changes in gross revenue dollars, and exploitation
costs, and can involve other complexities such as rolling break-evens, cash to cash
break-evens, deferments, contractual interest and cross-collateralization o f films.
Residuals are not. To definitionally treat participations and residuals simplistically
as equivalent types o f contingent compensation is inappropriate.

The definition o f film costs seems to be in conflict with other provisions o f the
SOP. The definition states, “The costs..........which consist o f production costs,
exploitation costs, and participation costs.” This definition suggests that all three
types o f costs are to be included in the term “film costs.” In paragraph 26.,
however, the SOP prescribes different rules for amortizing production costs and
exploitation costs. If the three costs represent a whole, there should not be a
requirement to segregate exploitation costs and limit their amortization to a three
month period. On the other hand, paragraph 38. seems to treat film costs as a unit
again, subjecting all three components to the impairment provisions o f SFAS No.
121. If this interpretation is correct there can be a conflict between paragraphs 38.
and paragraph 27. In the instance in which a film is judged to need an impairment
write down (based on the aggregate o f the three “film costs”) one could frequently
encounter the following pattern:
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Period 1

loss due to impairment write down. (This loss
would often be less than the estimated
advertising costs.)

Period 2

loss from on-going amortization o f domestic
exploitation costs over three months.

Period 3 through Period X (end o f
theatrical releases)

loss from amortization o f foreign exploitation
costs over three months,

Thereafter

profits from all other markets.

The reason for the losses in Periods 2 through X is that advertising costs are
normally much higher (in dollars and percentage o f revenue) in the theatrical
markets than in the other markets. Obviously the definitional conflict results in an
irrational pattern o f reporting income (loss) on loss films.

14.

Paragraph 43. Has anyone considered the impact on bank covenants, bond
covenants and similar instruments o f classifying films as non-current?

15.

Other corrections and comments:

(A) The third line o f Paragraph 24. should read territories or markets, not
territories and markets.

(B) While paragraphs 88. and 89. are partially correct, they do not consider the
definitional issues o f including residuals in participations. They also do not
appropriately consider the cash vs. accrual issue as to payments to artists, nor
the issue as to how this theory is applied to TV product. The criteria o f SFAS
No. 5 are not met if one cannot quantify the true amount o f the liability.
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* * * * * * * *
In summary, this draft o f the SOP is replete with inconsistencies, incongruities, errors,
inappropriate definitions, the potential for substantial abuse, and more importantly, a
seemingly fundamental lack o f complete understanding o f the film and television
business. The Task Force’s credibility has already been severely damaged by Chairman
M atusiak’s interview published in the December 1998 Journal o f Accountancy. In this
article he was quoted as saying, “A producer could have 10 films: 7 lose money, 2 break
even and one becomes Forrest Gump. Currently the producer can take the losses o f the 7
losers and capitalize them in the balance sheet. That is, the producer records them as an
asset on the balance sheet and amortizes those costs over the income o f Forrest Gump.”
Anyone familiar with SFAS No. 53. knows this quote completely misstates the current
practice in the film industry. Hopefully it does not reflect Chairman M atusiak’s true
understanding o f current practice.

The draft SOP seems to have been put together without adequate consideration o f its
effect. It will result in more inconsistent and incomparable financial statements than
currently exist. It needs work, a great deal o f work to be implementable. I urge AcSEC
to send it back to the Task Force for rewrite. I also urge AcSEC to expand the Task
Force to include more CPAs who have substantial experience in the film and television
industry. If these recommendations are not adopted, the AICPA will truly not have
achieved its objectives in updating SFAS No. 53.

Very truly yours,

cc:

Financial Accounting Standards Board
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Appendix
Questions Raised By AcSEC
About The Proposed SOP

Questions (1). One can only disagree with proposed accounting because:

(A)

Licenses are not sales, they are licenses. Revenue recognition on licenses o f
intangible assets under current GAAP is not subject to “lease accounting” rules,
and there is no valid reason to do so for films.

(B)

The test in Paragraph 7. is unclear. Firstly, it should not be “market or territory”
by the SOP’s own definitions. Secondly, there are at least four methods one
could use to compute “fair value” and the end o f the license, any one o f which
could be used by a producer to achieve a desired result. The SOP does not
discuss alternative computations or provide guidance as to specific assumptions
to use.

(C)

The prescribed tests are overly burdensome to producers. There is no reason a
producer should be required to perform up to 300 calculations for every film or
TV license it writes.

(D)

Since auditors are neither appraisers nor predictors o f the future, why should
they be put in the position o f having to challenge producers’ calculations o f fair
value when the future is so imprecise? The materiality o f recording a “sale”
versus not recording a sale on a syndication contract much is more significant
than whether the syndication revenue ultimate for the film was mis-estimated by
10%. Who gets to take responsibility when the predictions o f the future are
wrong?
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Question (2). With appropriate criteria for determining significance, this accounting is
acceptable.

Question (3). The proposed accounting is completely unworkable, results in confusing
financial presentation, and will also result in one answer for highly successful films
which is different from unsuccessful films. The proposed accounting is not
implementable on episodic TV series. The methodology prescribed by SFAS No. 53
works well in practice and should be retained.

Question (4). The proposed accounting is acceptable if the exploitation costs are
expensed only upon release in the video market rather than as incurred.

Question (5). The disclosures specified reflect the conceptual inconsistency inherent in
the SOP.

(A)

If on the one hand the SOP requires all film costs are to be classified as long
term, why does AcSEC care about the components? (Does a building owner
disclose the costs for framing and electrical versus concrete and roofing?)

(B)

The SOP, if it requires these disclosures, needs to provide more definitions.
When is a film “completed-and-not-released” versus being “in production.”

(C)

Does AcSEC believe a film producer truly knows whether each o f its
development projects will end up to be motion pictures versus made for TV
product?

(D)

If a film is initially released theatrically does AcSEC not care about how much
of its cost is expected to be recovered from the ancillary markets?
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(E)

Aren’t participations classified as “current” the same as “participations currently
payable based on contractual provisions in a classified balance sheet?” If there
is a. distinction, what is it?

Question (6). The proposed accounting misses the mark.

(A)

If films are not inventory, how can records or compact disks be inventory? The
real issue is not the “film,” but the rights inherently contained in a film, just as it
is with the song recorded on the disk not the disk itself. These rights tend to be
exploited primarily in the short-term, not the long-term. As the framers SFAS
No. 53 correctly determined, films have a short-term component and a long
term component. The short-term component is usually well more than 50% o f
the whole. Why should financial statements not reflect a current asset for these
rights?

(B)

If 80% o f a film ’s cost is usually recovered in the first two years o f its life, how
can it be a long-term asset.

• (C)

If a film is long-term in the producer’s balance sheet, why is it inventory in the
balance sheets o f film licensees such as television and cable broadcasters, payper-view providers, Blockbuster and other video stores or supermarkets.

(D)

Airplanes are inventory when built, as are cruise ships, commercial buildings,
etc. These become long-term assets when sold to end users. Under the SOP
films would be long-term during production, but short-term in the hands o f end
users. Is this rational accounting?

(E)

Films should be subjected to net realizable value calculations (with discounting
o f cash flows if that is deemed necessary) but they should continue to be
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classified as inventory with updated criteria for current versus non-current
classifications.

Question (7). The SOP’s approach for loss recognition on episodic television is
appropriate.

Question (8). The 3 year limit could be expanded to 4 years to reflect how long it seems
to take to get projects into production. In addition, the test should not be from the time
cost is first capitalized but from the time cost is first incurred. This prevents companies
from extending the life by expensing smaller costs incurred in early periods. In addition,
the SOP needs to address the accounting for costs on film properties which have been
written off after 3 or 4 years but continue to be incurred in subsequent years. Also, given
paragraph 41., is one year defined as four quarters after the first incurrance o f cost or does
the clock run on any costs incurred in fiscal year one.

Question (9). The calculations required by the transition provisions may take a great deal
o f time to produce. If a producer has 2,000 or more contracts in place (not an unusual
amount) the task will be daunting.
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Mr. Daniel Noll
Technical Manager
Accounting Standards
File 2550
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775

Dear Mr. Noll:
We are pleased to submit our comments on the AICPA Exposure Draft (ED) of a Proposed
Statement of Position (SOP), Accounting by Producers and Distributors of Films and the related
FASB Exposure Draft, Rescission ofFASB Statement No. 53. We support issuance of the ED as a
final SOP, with the changes suggested below.
Our letter is organized as follows. We first respond to the nine issues for which AcSEC
specifically requested comments. We then present comments on several other issues. We
conclude with comments on the related FASB Exposure Draft. In addition to the comments in
this letter, we have a number of editorial suggestions on the ED that will be presented by John
Nendick, our representative on the Motion Pictures Task Force, when the Task Force meets to
discuss the ED.
Issues for Which AcSEC Specifically Requested Comments
(1)

The proposed SOP requires that, if certain conditions are met, the licensing offilm products be
reported as sales if substantially all of the fair value for a market or territory has been transferred
to the customer on an exclusive basis. Certain fees in license arrangements, including many
television arrangements, would not qualify for immediate revenue recognition upon the signing
of arrangements. Do you agree with the proposed accounting?

We do not agree with the condition in paragraph 7 that substantially all of the fair value for a
market or territory be transferred in an exclusive arrangement in order to report the license as a
sale. We believe that satisfaction of the five conditions in paragraph 6 is sufficient to record a
sale. We disagree with the condition in paragraph 7 for both theoretical and practical reasons:
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•

The "substantially all" condition is based on an analogy to lessors' accounting for leases.
We believe that is a flawed analogy. Films, unlike the assets within the scope of FASB
Statement No. 13, can be licensed simultaneously to many different licensees. There is no
physical limit to the number of licensees, and each licensee's rights with respect to the film
are unaffected by other non-conflicting licenses with other licensees. Leased property, by
contrast, can be used by only one lessee at a time. We believe this is the reason the FASB
excluded films from the scope of FASB Statement No. 13 and did nothing to alter that
exclusion when it issued Statement 53. We believe it is inappropriate for this project to
subject films to a variant of lease accounting.

•

As stated later in this letter, we believe the AICPA should strive to conform the accounting
for films and computer software to the greatest extent possible, because the lines between
the two products are increasingly blurred (see, for example, EITF Issue 96-6). SOP 97-2,
Software Revenue Recognition, does not require that substantially all of the fair value of a
software product be conveyed to the customer in the initial license before the licensor can
record a sale. If a licensor enters into a two-year or three-year term license for software with
a particular customer, the licensor can record a sale when the conditions in paragraph 8 of
SOP 97-2 are satisfied. Those conditions are substantially the same as the conditions in
paragraph 6 of the ED. The fair value of software to the customer at the end of a term
license is irrelevant to the licensor's accounting. We believe the fair value of a film in a
particular market at the end of a license should be similarly irrelevant to the licensor's
accounting. Once a licensor of a film has met the conditions in paragraph 6 of the ED, it has
completed substantially all that it needs to do under the license agreement. Therefore,
revenue at that point is both realizable and earned. Further, it seems illogical that an owner
who retains a significant residual value in a particular market or territory —a more favorable
economic position —should receive less favorable accounting for a license than an owner
who retains no residual value in a particular market or territory —a less favorable economic
position.

•

We believe that it will be impossible to achieve consistent application of the "substantially
all" condition among different owners of films. Different enterprises will define markets
and territories and will estimate residual fair values differently.

•

Markets and territories evolve over time, even within the life of a film. Subsequent licenses
of a particular film might carve up markets and territories differently than the initial
licenses.

•

If AcSEC believes that it is inappropriate to eliminate the "substantially all" condition, then
our second choice would be to require that revenue for all contracts be amortized ratably or
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straight-line over the term of the contract. Our concerns about the inability to consistently
apply the "substantially all" condition are so great, that we would prefer amortization of all
revenues over the proposal in the ED.
•

(2)

If in spite of our comments AcSEC retains the "substantially all" condition, it needs to
provide guidance on how the estimate of a film's residual fair value in a market or territory
is affected by the ten-year limit in paragraph 29. If a film is expected to have an economic
life in excess of ten years, true fair value would include the estimated revenues beyond year
ten. However, it seems inconsistent to include those revenues in estimated fair value when
they are excluded from the computation of ultimate gross revenues for amortization of film
costs.

The proposed SOP precludes immediate revenue recognition if an arrangement may require an
entity to make significant changes to afilm after its delivery. However, insignificant changes
would not preclude revenue recognition. Do you agree with the proposed accounting based on
whether the changes subsequent to delivery are significant and insignificant?

We agree with the theory that revenue recognition should not be delayed for insignificant
changes and should be delayed if the entity is required to make significant changes. However,
we believe that dubbing and subtitles, which are given as examples of significant changes in the
ED, generally are less than 2% of production costs, which we would consider insignificant. The
FASB Staff once defined "trifling" as less than 2% (FASB Technical Bulletin 85-2). We suggest
that the final SOP indicate that changes that in the aggregate cost less than 2% of production
costs would be considered insignificant, rather than citing examples of types of changes.

(3)

The proposed SOP requires that participations and residuals be accrued in total and included in
film costs based on the estimated ultimate gross revenues of a film. Do you agree with the
proposed accounting? Why? If not, what alternative method do you believe is more appropriate
and why?

We believe the proposed approach to accounting for participations and residuals is technically
appropriate for the reasons cited in AcSEC's basis for conclusions. We believe the proposed
accounting also is consistent with the final sentence of paragraph 64 of FASB Statement No. 87,
Employers' Accounting for Pensions, which states, "If a [defined contribution] plan calls for
contributions for periods after an individual retires or terminates, the estimated cost shall be
accrued during the employee's service period." The existing accounting for participations and
residuals in Statement 53 reflects an era when matching of revenues and expenses was a key
objective of accounting standards setters, and less attention was paid to the balance sheet.
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Under Statement 53, the reported liability for participations and residuals is not meaningful; it
is the subtotal of cumulative accruals less cumulative payments. Applying the individual film
forecast model under Statement 53 requires that the producer or distributor estimate the
liability for participations and residuals, but that estimate is not recognized as a liability.
AcSEC's proposed approach would update the model in Statement 53 to incorporate both
matching of revenues and expenses and the greater balance sheet emphasis in current GAAP.
We recognize that the approach proposed in the ED, while superior to current practice under
Statement 53, has some disadvantages;
•

The liability for participations and residuals will reflect only participations and residuals
payable for the first ten years of a film's life, not the film owner's best estimate.

•

The accounting, particularly because of the discounting, will be mechanically more difficult
than the current accounting under Statement 53.

•

Participations payable to parties other than talent involved in producing the film will
continue to be accrued ratably as revenues are recorded, because the other parties have not
completed their services to the owner and the analogy to deferred compensation does not
apply. This difference in accounting for participations, based on differences in when the
recipients render services, may be hard for users of financial statements to understand.

•

Users of financial statements may find the changes in balance sheet ratios initially confusing
and disruptive to their traditional analyses of film entities' financial statements. We believe
that over time users will find that the approach in the ED gives them better information.
However, users are in the best position to assess this, and AcSEC should give weight to
users' comments in this regard.

The ED gives no guidance on balance sheet classification of the liability for participations and
residuals. Some have interpreted the ED to require that participations and residuals payable
within 12 months should be classified as current, while the film asset is entirely noncurrent,
thereby reducing working capital as compared to current practice. We believe the final SOP
should give guidance regarding classification of the liability, based on ARB 43, Chapter 3A,
paragraph 8, which states:
The current liability classification, however, is not intended to include debts to be
liquidated by funds that have been accumulated in accounts of a type not
properly classified as current assets, or long-term obligations incurred to provide
increased amounts of working capital for long periods. When the amounts of the
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periodic payments of an obligation are, by contract, measured by current
transactions, as for example by rents or revenues received in the case of
equipment trust certificates or by the depletion of natural resources in the case of
property obligations, the portion of the total obligation to be included as a
current liability shall be that representing the amount accrued at the balance
sheet date.
We believe the current liability for participations and residuals should be limited to amounts
that both (1) are expected to be payable within twelve months and (2) have been earned from
revenue already recognized at the balance sheet date. Participations and residuals expected to
be payable within twelve months but earned from revenues not yet recognized at the balance
sheet date should be classified as noncurrent, because those liabilities will be liquidated by
funds generated from the film, a noncurrent asset.

(4)

The proposed SOP requires capitalization of early release and prerelease exploitation costs of
theatrical products, with a limited amortization period. Do you agree with the proposed
accounting? Why? If not, what alternative method do you believe is more appropriate and why?

We agree with the proposed accounting. We believe it represents a reasonable compromise
between current practice under Statement 53 (which probably best reflects the economics of the
film business) and SOP 93-7, which requires advertising to be expensed as incurred. AcSEC
should explicitly note that this accounting is not to be applied by analogy to advertising for any
other product or in any other industry or line of business.
The glossary definition of exploitation costs should be revised to eliminate "cassettes" as a
defined exploitation cost. The cost of cassettes should be recorded as inventory, not expensed
as incurred.

(5)

The proposed SOP requires certain disclosures. Do you agree that the disclosures are necessary?
Why? What disclosures should not be required? Why? What additional disclosures should be
required? Why?

We agree with the proposed disclosures. We suggest two additional disclosures.
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First, an analysis of the capitalized film costs by ultimate profitability level (as a percentage of
revenues), along the following lines:
Profitability
(as a % of revenues')
Break even
0 to 10%
10 to 25%
25 to 50%
50 to 75%
75 to 100%
Total film costs

o/
Zo

$
$ XX

XX

XX

XX

XX

XX

XX

XX

XX

XX

XX

XX

$ xx

100

Second, an analysis of film contracts signed but not yet reflected as revenue because the revenue
recognition criteria have not been met (often referred to as "backlog"). The note would disclose
revenues expected to be recognized in each of the next five years and thereafter, similar to the
sublease rental income disclosure required by Statement 13.
We suggest these disclosures because, despite the facts that (1) film costs typically are the most
important and a large, if not the largest, asset on an entertainment company's balance sheet and
(2) their amortization methods are judgmental and different from most other industries, a lack
of informative disclosure for financial users currently exists.

(6)

One of the underlying conclusions in the proposed SOP is that films are more like long-lived
assets than inventory. Therefore, impairment would be recognized and measured in accordance
with FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and
for Long-Lived Assets to Be Disposed Of, cash flows representing additions to film costs
would be reported as cash flows from investing activities, and film costs would be classified as
noncurrent assets in a classified balance sheet. Do you agree with the underlying conclusion?
Why? If not, how would you recognize impairment and why?

We agree with the conclusion that films are more like long-lived assets than like inventory.
Film assets are unique and have characteristics of both inventory and of long-lived assets.
However, we agree that it is appropriate for financial reporting purposes to classify them as one
or the other. On balance, we believe films have more characteristics of long-lived assets.
As noted above in our comments on issue 1, we believe it is desirable to conform, to the
maximum extent possible, the accounting for films and software. The ED proposes to use
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Statement 121 as the guidance for impairment, while FASB Statement No. 86 has its own
impairment guidance. We suggest that AcSEC discuss this inconsistency with the FASB. It
could be resolved by the FASB amending Statement 86 to delete paragraph 10, or by AcSEC
conforming the impairment provisions of the ED to paragraph 10 of Statement 86.
If the Statement 121 approach is retained in the final SOP, AcSEC needs to provide more
guidance on the application to films, in particular, the effect of the ten-year limit in paragraph
29 on the estimates of fair value. Similar to our comments on issue 1 above, AcSEC should
clarify whether the undiscounted future cash flows are limited to the initial ten-year period
after release. Further, if the undiscounted cash flows are inadequate to recover the asset
carrying amount, are the future cash flows used to estimate fair value limited to initial ten-year
periods? Our initial thought is that the ten-year limit should not apply to the cash flows in
impairment tests.
If the Statement 121 approach is retained, we believe that fair value, when needed, will be
estimated based on the discounted present value of future cash flows. To assure consistent
application, we believe AcSEC needs to expand the guidance in Statement 121 about the
appropriate discount rate.
Guidance also is needed on how the requirement in paragraph 30 to estimate ultimate gross
revenues in current dollars without considering inflation affects estimates of fair value. We
believe that some owners of films may assert that future cash flows will increase because of
inflation and market growth, and that those factors would offset the impact of discounting.

(7)

Do you agree with the proposed SOP's approach for loss recognition on episodic television
products? Why? AcSEC considered and rejected requiring immediate loss recognition for the
total loss expected based on the number of episodes expected to be delivered. Do you agree with
the alternative approach? Why?

We agree with the proposed approach. We believe the alternative approach discussed in
paragraph 100 would produce counter-intuitive results that do not reflect economic reality.

(8)

Do you agree with the proposed SOP's requirement that a property that has not been set for
production within three years from the time of the first capitalized transaction should be
considered disposed o f with the related losses charged directly to income? W hy? Do you agree

with the rebuttable presumption that a property to be disposed of by abandonment has zero fair
value? Why?
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We agree with both. The three-year limit gives a reasonable amount of time to begin
production. If production has not commenced within that time period, the three-vear limit
should increase comparability of application in the industry. The presumption that properties
to be abandoned have zero fair value is common sense.

(9)

Do you agree with the proposed SOP's transition provisions? The proposed transition
provisions will require entities to review all existing contracts to determine if they meet the
revenue recognition requirements, revise ultimate gross revenues, adjust production costs to
remove unamortized exploitation costs for films that are no longer in the theatrical release phase
in a territory, and adjust production costs to remove the effect of abandoned projects that were
capitalized. Please comment on the practicability of the cumulative effect approach. If you do not
agree with the transition provisions, what transition method do you propose and why?

We agree with the transition provisions as being the most practical in the circumstances.
Retroactive restatement would be costly. Purely prospective application to new films would
result in internal inconsistency within each entity's financial statements for many years.
Cumulative catch-up is the most practical approach.
AcSEC should consider comments from preparers regarding the effective date. As AcSEC
knows, many entities are incurring significant time and costs to resolve Year 2000 problems in
their existing computer software. That may make it difficult to simultaneously revise systems
to generate the new information needed to comply with the ED.

Comments on Other Issues
Conformity with Software Practices (SOP 97-2 and FASB Statement No. 86)
As we noted above in our comments on issues 1 and 6, we believe that at the margin it is
difficult to identify whether an asset is software or a film, and that it likely will become only
more difficult in the future. Therefore, we urge AcSEC to conform the accounting for films with
the accounting for software sold or leased to others. We believe that the revenue recognition,
cost capitalization, and amortization approaches are generally consistent. We have noted a few
inconsistencies. AcSEC desirably should eliminate the inconsistencies. Alternatively, the basis
for conclusions should explain why AcSEC believes the inconsistencies are appropriate:
Collectibility. SOP 97-2 requires that collection of fees be “probable;" the ED requires that
collection of fees be “reasonably assured."
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Fixed or determinable fees. SOP 97-2 contains a presumption that fees due more than twelve
months after delivery or after the expiration of the license are not fixed and determinable; the
ED has no analogous provisions. We believe the reason is that refunds and concessions have
not been problems in the film industry in the past. Under paragraph 28 of SOP 97-2, an entity
that has a standard business practice of using long-term fees and a history of successfully
collecting without concessions can overcome the presumption in paragraph 27.
Allocation of revenues. SOP 97-2 uses the term "vendor specific objective evidence;" the ED uses
the term "entity-specific, product-specific." More important than terminology, the two
documents have different approaches if refund provisions exist. Under paragraph 14 of SOP
97-2, revenue is allocated to individual products first, and then is reduced by potential refunds
for undelivered elements. Paragraph 15 of the ED requires that the potential refunds be
subtracted first, before allocating revenue to individual films. We don't have a preference for
one method versus the other; we simply note that thev generally will yield different results.

Films Released after the Balance Sheet Date
The ED provides no clear guidance for whether impairment losses should be recorded at the
balance sheet date for films released after the balance sheet date and for the related advertising
costs. This has been an area of significant diversity in practice under Statement 53 that should
be resolved. One approach is that the revenues from exhibition after the balance sheet date but
before the financial statements are issued provides evidence of the recoverability of the film
asset at the balance sheet date, and that an indicated impairment should be recorded at the
balance sheet date. The alternative is that revenue for films released after the balance sheet
should be considered subsequent information that is not used to assess impairment at the
balance sheet date. The first method has appeal, but it can lead to fluctuations in performance
between quarters and year-end because of different time lags in closing the books and
inconsistencies among entities for the same reason.

Accounting for Cost-Shanng Arrangements
We recommend that the final SOP include guidance on accounting for transactions in which
ownership of a film is shared or in which producers of films transfer a completed film to
another entity and retain the distribution rights.
As a means of reducing risk, obtaining funds for production of new films, or both, studios
sometimes produce a film jointly, with each studio paying an agreed portion of the production
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and exploitation costs and each studio entitled to a share of revenue from the film. Sometimes
these arrangements are entered before production commences; in other cases they are
negotiated during production. To our knowledge, the accounting for these arrangements is
settled in practice. Each entity records its share of costs in accordance with Statement 53,
recording a film asset for the capitalizable costs, and applies the individual film forecast method
of accounting to amortize that asset. Because these arrangements are prevalent, we believe it
would be desirable to codify the accounting in the SOP, similar to the way other
pronouncements (for example, FASB Statement No. 19) discuss accounting for arrangements in
which two or more enterprises jointly engage in transactions.
In recent years, new variations of joint production arrangements have been created for which
the accounting is less settled. For example, one of the participants may be a special purpose
entity (SPE) rather than another producer of films, the SPE may pay its share of production
costs upon completion of production, and the SPE may arrange for the original producer to
distribute the film on the SPE's behalf. We believe these transactions generally should be
accounted for by the original producer as a reduction in the cost of the film, similar to a sale of
an interest in an improved oil and gas property under paragraph 47.h. of Statement 19, without
recognition of revenue or gain. Others have suggested that the transaction should be reported
as a sale of the film with revenue and cost of sales reflected on the income statements. Still
others have suggested that the sale of an interest in a completed film with the retention of a
distribution agreement is a sale of future revenues to be accounted for as a borrowing in
accordance with EITF Issue 88-18. After the transfer, questions also arise about whether a
distribution agreement that covers a group of films permits the studio to account for the films
on a group basis rather than individually. We have concluded that the individual film forecast
method applies.
Our sense is that these transactions are becoming more prevalent as the cost of producing and
distributing films increases. As part of updating the accounting for films to reflect changes in
the industry since the issuance of Statement 53, we believe it would be highly desirable for the
final SOP to provide guidance on the appropriate accounting for these types of transactions.

Minimum Guarantees
The provisions in paragraph 17 presume that the licensee will report revenues to the licensor.
Often, particularly in overseas licensing arrangements, no such reporting occurs. In that
circumstance, paragraph 17 would permit no revenue to be recorded until the expiration of the
license period. That result is inappropriate if the licensor has delivered all of the films and has
no obligation to refund any amount.
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Discounting
Participation liabilities frequently are paid out of revenues that will be discounted in accordance
with paragraph 25 of the ED. The discount rate specified in paragraph 26.c. of the ED may
differ from the discount rate specified in paragraph 25. In situations involving a direct linkage,
it seems counter-intuitive that the discount rates may differ.
Changes in Estimates
The requirements of paragraph 41 to reflect changes in estimate when they occur is consistent
with GAAP as applied in other industries. Nonetheless, we will confess to liking the
conservatism of current practice. Perhaps this is another area where AcSEC might seek
guidance from users of financial statements as to their preferences.
Comments on the Related FASB Exposure Draft
Consistent with our overall view that the ED represents an appropriate updating of the
specialized accounting in Statement 53, we concur that Statement 53 should be rescinded upon
the issuance of a final SOP. The principal issue for the FASB to consider is how to conform the
provisions for impairment of software and films. Please see our comments above on issue 6.
We would be pleased to answer any questions that AcSEC, the FASB, or the AICPA or FASB
staffs may have about our comments.
Very truly yours,

U -P
ARTHUR ANDERSEN LLP
Copy to:
Director of Research and Technical Activities

File Reference No. 190-C
Financial Accounting Standards Board
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Deloitte & Touche LLP
Ten Westport Road
P.O.Box 820
Wilton, Connecticut 06897-0820

Telephone: (203) 761-3000

January 26 1999
Mr. Daniel Noll
Technical Manager
Accounting Standards
American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
File Reference 2550
Proposed Statement of Position - Accounting by Producers and Distributors o f Films
File Reference 190-C
Proposed Statement of Financial Accounting Standards - Rescission o f FASB Statem ent
No. S3

Dear Mr. Noll:
We are pleased to comment on the AICPA’s Exposure Draft of a Proposed Statement of Position,
Accounting by Producers and Distributors o f Films (the proposed SOP), issued October 16, 1998
and on the proposed Statement of Financial Accounting Standards, Rescission o f FASB Statement
No. S3, also issued October 16,1998 by the Financial Accounting Standards Board.
Revised guidance for accounting for the production and distribution of films is needed, and we
support the issuance of the AICPA’s proposed SOP as a final Statement of Position. However,
we believe the modifications described below would substantially enhance the final Statement of
Position. In addition, we support the issuance of the proposed FASB Statement as a final
Statement without modification.
The proposed SOP characterizes films as long-lived assets and analogizes to the leasing literature
to determine whether immediate revenue recognition is appropriate. While we agree that films
are long-lived assets, we believe films are more like intangibles that may be licensed, rather than
physical assets that may be leased. Therefore, we propose deleting paragraph 7 in the final SOP
because paragraph 7 would require the transfer of substantially all of the benefits and risks
incident to ownership on an exclusive basis for immediate revenue recognition. We believe that
the requirements for revenue recognition in the proposed SOP as modified, evaluated in
conjunction with the fundamental concepts of revenue recognition, those of revenue being
realized and earned, as discussed in FASB Concepts Statement No. 5, R e c o g n itio n a n d
M e a su re m e n t in F in a n c ia l Sta tem en ts o f B usiness E nterprises, provide a better model for
determining when immediate revenue recognition is appropriate.

DeloitteToucha
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Mr. Daniel Noll
January 26, 1999
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The proposed SOP presents two methods of accounting for episodic television products. The
method used depends on whether or not secondary market revenue is included in ultimate gross
revenues of the product. The SOP states that secondary market revenue should be included only
if syndication is probable. However, syndication is not the only indicator of secondary market
revenue for a television series. We, therefore, believe that references to syndication as the sole
indicator should be revised. In addition, the SOP should clarify that all incurred costs related to a
television series in excess of the revenue from the next episode for which revenue is to be
recognized, should be expensed as incurred if the conditions to include secondary market
revenue in ultimate gross revenues have not been met
For properties in development that have not been set for production within three years from the
time of the first capitalized transaction, the proposed SOP requires that the property be presumed
to be abandoned and have a fair value of zero unless management has committed to a plan to sell
such property. We recommend a presumption that properties not set for production within the
specified time frame will be sold and a requirement that the appropriate guidance from FASB
Statement No. 121, Accounting for the Impairment o f Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of, be applied.
The proposed SOP permits a longer maximum amortization period for acquired films than for
internally developed productions. We do not believe that such a difference is warranted. The
SOP should require the same maximum amortization period for acquired and internally
developed films.
Our comments on the individual issues raised in the proposed SOP, as well as other comments,
are discussed in the Appendix to this letter.
If you have any questions concerning our comments, please contact Mr. John T. Smith at
(203) 761-3199.
Yours truly,

Deloitte & Touche LLP

APPENDIX
DELOITTE & TOUCHE LLP COMMENTS
PROPOSED STATEMENT OF POSITION
ACCOUNTING B Y PRODUCERS AND DISTRIBUTORS OF FILMS

(1) The proposed SOP requires that, if certain conditions are met, the licensing of film
products be reported as sales if substantially all of the fair value for a market or

territory has been transferred to the customer on an exclusive basis. Certain fees in
license arrangements, including many television arrangements, would not qualify for
immediate revenue recognition upon the signing of arrangements. Do you agree with
the proposed accounting? Why? (Reference to paragraphs 7,50,51)
The proposed SOP characterizes films as long-lived assets and analogizes to the leasing
literature to determine whether immediate revenue recognition is supported. Paragraph 1 of
FASB Statement No. 13, Accounting for Leases, defines a lease as “an agreement conveying
the right to use property, plant or equipment usually for a stated period of time.” Physical
assets, such as property, plant and equipment, by their nature, may be used by only one party
at a time, thereby, resulting in exclusive use by the lessee. However, films may be licensed
for use by numerous parties at the same time. Exclusivity limits for films, if they exist, are
imposed contractually. Revenue recognition standards for intangibles that are licensed, such
as software, music, and franchise rights, do not require exclusivity or the transfer of
substantially all of the risks and rewards, defined in the proposed SOP as the transfer of
substantially all of the fair value for an individual market and territory, for immediate
recognition of revenue. We believe that the additional requirements imposed by paragraph 7
arc not necessary. The criteria in paragraph 6, particularly those in 6(d) and 6(e), evaluated
in conjunction with the fundamental concepts of revenue recognition, those of revenue being
realized and earned, as discussed in FASB Concepts Statement No. 5, Recognition and
Measurement in Financial Statements o f Business Enterprises, arc sufficiently rigorous
guidance for revenue recognition. Paragraphs 50 and 51 of the Basis for Conclusions should
be modified accordingly.
(2) The proposed SOP precludes immediate revenue recognition if an arrangement may
require an entity to make significant changes to a film after its delivery. However,
insignificant changes would not preclude revenue recognition. Do you agree with the
proposed accounting based on whether the changes subsequent to delivery are
significant and insignificant? (Reference to paragraphs 12,57)
Wc agree that immediate recognition o f revenue should be precluded if the arrangement
requires significant changes to a film after its delivery, and that immediate recognition o f
revenue should not be precluded if insignificant changes are required. However, the standard
may be interpreted to allow immediate recognition o f revenue only if the changes required to
be made to the film after its delivery are among those provided as examples o f insignificant

changes in the standard. The SOP should acknowledge that the examples provided are not
all-inclusive and that other changes may qualify as insignificant
(3) The proposed SOP requires that participations and residuals be accrued in total and
included in film costs based on the estimated ultimate gross revenues of a film. Do you
agree with the proposed accounting? Why? If not, what alternative method do you
believe is more appropriate and why? (Reference to paragraphs 26c, 88-91)
We agree with the proposed accounting that requires participations and residuals be accrued
in total and included in film costs based on the estimated ultimate gross revenues of a film.
The individual-film-forecast-computation model uses current revenues and ultimate gross
revenues to determine the percentage of the costs to be amortized in each period. To achieve
proper matching of revenues and expenses, this fraction must be applied to the total expected
cost base of the film. At the time of release, almost all of the production costs would have
been incurred. The only other potentially significant costs to be capitalized and amortized
using the individual-film-forecast-computation method are participation and residual costs.
Therefore, by accruing these costs in total, based on the ultimate gross revenues, the total cost
base of the film is recorded and appropriately amortized, resulting in a constant rate o f gross
profit for each film.
(4) The proposed SOP requires capitalization of early release and prerelease exploitation
costs of theatrical products, with a limited amortization period. Do you agree with the
proposed accounting? Why? If not, what alternative method do you believe is more
appropriate and why? (Reference to paragraphs 27,69-87)
We understand that the proposed accounting was a compromise between immediate
expensing, as would be required in most circumstances by SOP 93-7, Reporting on
Advertising Costs, and current industry practice of amortizing exploitation costs over the life
of the film using the individual-film-forecast-computation model. We agree with the
proposed accounting; however, we question the limitation of capitalization of prerelease and
early release exploitation costs to those incurred in theatrical markets. Theatrical market is
not defined in the proposed SOP; however, we have interpreted the term to mean the release
of a film in a movie theatre, as opposed to another medium, such as television. We suggest
that the SOP limit the capitalization of prerelease and early release costs to the costs incurred
for the first release of a film without limiting it to a specified market
(5) The proposed SOP requires certain disclosures. Do you agree that the disclosures are
necessary? Why? What disclosures should not be required? Why? What additional
disclosures should be required? Why? (Reference to paragraphs 43-47,105,106)
Paragraph 43 of the proposed SOP states, in part:
If a classified balance sheet is presented, film costs should be classified as noncurrent.

We suggest that the proposed SOP clarify whether or not a classified balance sheet should be
presented. Paragraph 32 of FASB Statement No. 53 states that the segregation of film costs
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between current and non-current assets is based on whether the costs relate to primary
markets (current assets) or secondary markets (noncurrent assets). It further states that
because the distinction between primary and secondary markets has blurred in recent years, a
nonclassified balance sheet could be supported. The proposed SOP characterizes films as
long-lived assets; therefore, it would appear that an unclassified balance sheet should no
longer be permitted.
We agree with the disclosures required by paragraphs 44,45 and 46. We note that the
disclosure of the percentage of film costs to be amortized in the future as required by
paragraph 46 is frequently cited by analysts. We recommend that AcSEC work with the
industry and the analysts to ensure that the description of the calculation of the percentage of
film costs to be amortized in the future be sufficiently detailed to ensure consistency and
comparability between companies.
Paragraph 47 of the proposed SOP states:
An entity should disclose both the total estimated participation costs payable included in
the balance sheet and the amount of participation costs payable based on contractual
provisions and its films’ actual performance.
We do not agree with this disclosure requirement. As explained in paragraph 89 of the
proposed SOP, the proposed accounting for participations is consistent with FASB Statement
No. 5, A c c o u n tin g f o r C ontingencies. FASB Statement No. 5 states that disclosure of the
nature and amount of accruals may be necessary if the absence of such disclosure would
render the financial statements misleading. Paragraph 47 would require disclosure of the
estimated participation costs payable regardless of whether the financial statements would be
misleading without the disclosure. Nevertheless, if the final SOP permits the presentation of
a nonclassified balance sheet, we suggest that required disclosures include the estimated
participations to be paid within one year of the balance sheet date, which may not otherwise
be determinable.
(6) One of the underlying conclusions in the proposed SOP is that films are more like longlived assets than inventory. Therefore, impairment would be recognized and measured
in accordance with FASB Statement No. 121, Accounting for the Impairment o f LongLived Assets and for Long-Lived Assets to Be Disposed O f cash flows representing
additions to film costs would be reported as cash flows from investing activities, and
film costs would be classified as noncurrent assets in a classified balance sheet. Do you
agree with the underlying conclusion? Why? If not, how would you recognize
impairment and why? (Reference to paragraphs 38,39,43,44,103,105)
Wc agree with underlying conclusion in the proposed SOP that films are more like long-lived
assets than inventory and the requirement that impairment be recognized and measured in
accordance with FASB Statement No. 121, A c c o u n tin g f o r the Im p a irm e n t o f L o n g -L iv e d
A sse ts a n d f o r L o n g -L iv e d A sse ts to Be D isp o sed O f
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(7) Do you agree with the proposed SOP’s approach for loss recognition on episodic
television products? Why? AcSEC considered and rejected requiring immediate loss
recognition for the total loss expected based on the number of episodes expected to be
delivered. Do you agree with the alternative approach? Why? (Reference to
paragraphs 31,32,97-101)
We agree with the proposed SOP’s approach for loss recognition on episodic television
products; however we believe that probable syndication should not be a requirement for the
inclusion of secondary market revenue in ultimate gross revenues as discussed in paragraph
29(b). The last sentence of paragraph 29(b) states:
That is, secondary market revenue should be included in ultimate gross revenues only
when the entity has enough episodes (including firm commitments for future production
of episodes) such that it is probable that syndication will occur.
Although the term syndication is not defined in the proposed SOP, we understand that the
industry defines it to mean the sale of 65 or more episodes of a single television series.
Television series can be licensed successfully in the secondary market in territories,
particularly in territories outside of the United States, with less than 65 episodes available.
Since such licensing arrangements will generate future gross revenues, it is not clear why
such revenues should be excluded. The last sentence of paragraph 29(b) should be deleted
and paragraphs 98,99 and 100 should be modified accordingly.
In addition, paragraph 31 should be clarified with respect to which costs should be expensed
as incurred if the conditions to include secondary market revenue in ultimate gross revenues
have not been met. Significant costs are typically incurred at the onset of a television series.
These costs would include, but would not be limited to, the construction of sets, the creation
of opening and closing credits, costumes, and music. We believe that the intent of the SOP,
when secondary market revenue is not included in gross revenue, is that all incurred costs
related to a television series in excess of the revenue from the next episode for which revenue
is to be recognized, be expensed as incurred. We believe that the current wording in
paragraph 31 could be interpreted to mean that costs incurred that relate to all episodes, such
as those examples previously described, should be allocated to each of the episodes
contracted for to the extent that the costs do not exceed the revenue to be recognized for each
episode. This interpretation would result in significantly more costs capitalized for a
television series canceled prior to the completion of a series.
For the reasons described in paragraph 100 of the Basis for Conclusions, we would not
support the alternative approach, which AcSEC rejected and which would have required
immediate loss recognition for the total loss expected based on the number of episodes
expected to be delivered under a contract. It is not appropriate to recognize a loss on future
episodes of a series if those episodes have historically been canceled by mutual agreement
among the parties when a series proves unsuccessful and the loss is never incurred.
(8) Do you agree with the proposed SOP’s requirement that a property that has not been
set for production within three years from the time of the first capitalized transaction
4

should be considered disposed of with the related losses charged directly to income?
Why? Do you agree with the rebuttable presumption that a property to be disposed of
by abandonment has zero fair value? (Reference to paragraphs 40,104)
We support defining a point in time at which the carrying value of properties in development
should be evaluated to ensure that the properties are not valued at amounts in excess of their
fair value. In addition, we agree that related losses should be charged directly to income as
opposed to adding the losses to production overhead to be capitalized and amortized. Film
costs are capitalized and amortized or expensed on an individual basis. We agree it is not
appropriate to capitalize costs specifically related to one production to another production in
the form of overhead.
However, we do not agree with the last sentence of paragraph 40 which states:
Unless management, having the authority to approve the action, has committed to a plan
to sell such property, the property should be presumed to be abandoned and as such its
fair value should be zero.
This would require that if management has not committed to sell the property but instead has
committed to develop it, and has capitalized costs for a period in excess of three years, the
property should be presumed to be abandoned and to have a value of zero, even if
management could dispose of the property by sale. We believe the standard should require
that if the property has not been set for production within three years from the time of the
first capitalized transaction, it should be presumed that management will sell the property.
The guidance in FASB Statement No. 121, Accountingfor the Impairment o f Long-Lived
Assets and for Long-Lived Assets to Be Disposed O f, would therefore require that the
property be reported at the lower of carrying value or fair value less costs to sell.
(9) Do you agree with the proposed SOP’s transition provisions? The proposed transition
provisions will require entities to review all existing contracts to determine if they meet
the revenue recognition requirements, revise ultimate gross revenues, adjust production
costs to remove unamortized exploitation costs for films that are no longer in the
theatrical release phase in a territory, and adjnst production costs to remove the effect
of abandoned projects that were capitalized. Please comment on the practicability of
the cumulative effect approach. If you do not agree with the transition provisions, what
transition method do you propose and why? (Reference to paragraphs 48,107)
We support the cumulative effect approach. However, we believe that additional guidance on
the transition should be provided. The description of the issue above provides more guidance
than is provided in both paragraph 48 and 107 of the proposed SOP. In addition, AcSEC
should work w ith the industry to determine whether it is cost beneficial to make the
adjustments required, in particular the adjustment to production costs to remove the effect o f
abandoned projects that were capitalized as part o f production overhead o f a num ber o f films.

s

Additional Comments
N um erical Illustrations
FASB Statement No. 53 includes the following appendices:

Appendix A

Glossary

Appendix B

Background Information and Summary of Consideration of Comment on
Exposure Draft

Appendix C

Illustration of Revenue Recognition Concept

Appendix D

Illustration of Individual-Film-Forecast-Computation Method of
Amortization

The proposed SOP includes the information previously included in Appendices A and B;
however, the illustrations in Appendices C and D have not been included. We suggest that these
illustrations be updated and included in the final SOP. In particular, an illustration of the
individual-film-forecast-computation method of amortization should be included since the
proposed SOP is the only accounting standard that makes use of this method of amortization.
M odifications o f Arrangements

Paragraph 21 of the proposed SOP states:
If at any time the entity and the customer agree to change the provisions of the licensing
arrangement, other than by extending its license periods, the revised agreement should
be considered a new arrangement and accounted for in accordance with the provisions
. of this SOP.
The proposed SOP does not provide guidance on accounting for changes to the existing
arrangement in all cases. For example, assume that at the inception of the original arrangement,
all of the conditions of paragraph 6 had been met and substantially all of the benefits and risks
incident to ownership of the film on an exclusive basis for an individual market and territory had
been transferred. Therefore, the arrangement had been appropriately accounted for as a sale at
the inception of the arrangement. Assume the entity and the customer subsequently agree to
change the provisions such that the arrangement is no longer exclusive. The treatment of such a
modification is not clear.
Amortization o f Acquired Film Libraries
Paragraph 33 of the proposed SOP states:
acquisition cost of or value assigned to a previously released film or group of films
in connection with the acquisition of a film library should be amortized using the
individual-film-forecast-computation method. The u ltim a te gross revenues and costs

The

6

used for purposes of the individual-film-forecast-computation method should be the
same as those used to value a film or films. In no event, however, should the ultimate
gross revenues for such a film or group of films include those amounts expected to be
recognized more than twenty years from the date of the acquisition.
This paragraph permits a longer maximum amortization period for acquired films as compared to
paragraph 29 for internally developed productions, where the amortization period is limited to
ten years. We do not believe that a difference in the maximum amortization period between
purchased films and internally developed films is warranted. This provision may encourage the
creation of arrangements whereby films are produced externally and then acquired subsequent to
the first release in order to qualify for the longer amortization period. The substance of the
transaction may be no different than if the film were internally produced. We believe that this
exception will reduce comparability between companies.
Acceptance

The proposed SOP does not address the issue of customer acceptance. A provision should be
added in the final SOP, similar to the provision included in SOP 97-2, Software Revenue
Recognition, stating that if uncertainty exists about customer acceptance subsequent to delivery
of the film, revenue should not be recognized until acceptance occurs.
Definitions

The final SOP should provide definitions for the following terms:
•

Theatrical market (paragraph 27)

•

Syndication (paragraph 29 b.)

•

General terminal values (paragraph 29 f.)

Examples

The final SOP should provide an example of revenue recognition if an arrangement provides for
a nonrefundable minimum guaranteed amount against fees based on the customer’s revenue from
a group of films on a cross-collateralized basis, as discussed in paragraph 17 of the proposed
SOP.

*****
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Executive V ice President
and C h ief Financial O fficer

VIA FEDERAL EXPRESS

January 25, 1999
Mr. Daniel Noll
Technical Manager, Accounting Standards
File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775
Re: October 16, 1998 Exposure Draft o f the Proposed Statement o f
Position titled “Accounting by Producers and Distributors o f Films
Dear Mr. Noll:
Thank you for the opportunity to comment on the above-referenced issue. I understand
this is technically late in getting to you, but I hope you will consider the structure o f our
company (many times hereafter I refer to staffing requirements and general overhead as
limitations o f our company in implementing the proposed SOP) as valid reason for
accepting our comments at this time.
New Regency Productions, Inc. (“New Regency”) is a subsidiary o f Regency
Entertainment (USA), Inc. (“Regency”), an owner an financier o f filmed-entertainment
product and a joint venture partner in Regency Television, a producer o f television series,
movies and mini-series. New Regency is an independent film producer, in the film
business since 1991 and with a brief, though solid, history of successful films which are
helping build bur library of owned films. Our films are distributed worldwide in most
media by Warner Bros, or Twentieth Century Fox with certain withheld rights distributed
by Regency or a non-U.S. affiliate.
Since FASB Statement No. 53 was issued there have been significant changes in the film
business. As a result, we agree that any opportunity to consider improvements to the
existing standards should be taken. We do have concerns, however, that the replacement
o f existing standards which are consistently applied and “make sense”, and which
management and analysts understand, will occur.
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As much as the film business has changed there is still no other business like it in the
world. Any application o f GAAP theory which works for other industries to the film
business could result in circumstances where GAAP rules don’t “work” with practical
business and economic realities o f this particular industry. Specific concerns we have
with this proposed SOP are related to television revenue recognition and the balance
sheet gross-up for participations and residuals.
My understanding o f the effort to update FAS 53 was that the key goal was to improve
comparability between companies and reduce possibilities for abuse. We are concerned
that the proposed standard would now result in less consistency between companies while
providing more opportunities for earnings manipulation, yet at the same time leave
financial statements no better understood by analysts.
Our more detailed comments are attached.
Sincerely,

Louis Sahtor
Enc.

1)

Television revenue recognition; Par. 7, 50, 51

We do not agree with the proposed accounting, which requires that revenue be deferred
past the availability date if “the expected fair value o f the film in that market and territory
at the end o f the licensing period is greater than 10 percent of the fair value o f the film for
that market and territory at inception of the licensing arrangement.”
The foreword to the draft SOP identifies four o f the criteria applied to proposed
statements and we believe the current proposal fails all or most of those criteria: The
SOP conflicts directly with FAS 63, will result in greater diversity o f application, the
“need” for the proposal has not been conclusively demonstrated (since many of these
changes are at the request of analysts), and there is no proof the hypothetical benefits will
exceed the practical business costs of applying the new SOP.
a) Inconsistency among distributors:
There are several requirements for the recognition o f revenue for
television licenses, but the most important one is “availability”. FAS 53 requires
that revenue be recognized when “the film is available for its first showing or
telecast.” This concept is widely understood and consistently applied across the
industry. The new proposal seems to be widely understood, but I also understand
it has become clear from conversations within the industry that its application will
be different from company to company. The inconsistency due to the estimation
required for the 90% test (including the selection o f discount rates, the definition
o f market, and the definition of territory) should not be underestimated. We
believe there will be substantial variability between companies in the application
o f this standard to similar transactions.
At the start of the process to improve FAS 53 improving consistency of
application was one of the primary reasons to consider changes, in order to make
the financial statements of different distributors more comparable. Concern for
“variations in the application o f ’ FAS 53 are listed as one o f only three reasons a
replacement for FAS 53 is being considered (Exposure Draft, par. 2). Based on
the above regarding television license revenues, it seems a result o f the SOP could
be wider divergence in practice than w e’ve had under FAS 53.
b) Inconsistency between distributors and broadcasters:
A television license is currently recorded as a sale by the distributor, and
as a purchase of rights by the broadcaster. FAS 63 (Financial Reporting by
Broadcasters') includes the desirability of symmetry among distributors and
broadcasters as part of its Basis For Conclusions. Other accounting standards, for
example FAS 13 (Accounting fo r Leases), also cite consistency o f accounting as a

revenue recognizer and an expense recognizer as part of their Basis For
Conclusions as well.
The proposed accounting appears to lessen, not increase, the consistency
o f accounting across two parties involved in a transaction.
c) The earnings process is complete:
The earnings process is complete when the distributor has made the film
available for use by the licensee (assuming other revenue recognition
requirements have also been met).
The example most often used by proponents o f this application o f “lease
accounting” to television licenses is that a TV license o f a film is similar to the
exclusive lease o f part of a floor (market and territory) o f a building (film) for a
specified time (license period). This analogy relies heavily on the “exclusive”
feature o f lease accounting. In practice, however, technological changes affecting
the film business have made true exclusivity nonexistent in the film business. A
broadcaster with an “exclusive” television license for a film faces daily
competition, in his territory, for the same film, from the rental o f a videocassette
or DVD, purchase o f a videocassette or DVD from a store, direct mail purchase o f
a videocassette or DVD (e.g. Columbia House), theatrical re-release, hotel payper-view, and satellite transmissions. Future technologies (e.g. the internet) are
sure to expand the exceptions to “exclusivity”.
FAS 13 (par. 1) does not apply to licensing agreements for motion picture
films, specifically, and we note that it was issued while only an Industry Audit
Guide was in force for the film industry (i.e. well before FAS 53). The drafters of
FAS 13 could have extended it to cover films if there had been a good fit with that
standard at the time, but they chose not to.
Television licenses of a film are not like leasing part o f a floor in a
building. There are no obligations to provide building services, maintain common
space, etc. TV licenses provide a television exhibitor exclusivity against only a
limited group of competitors, not all of them. Television licenses are more like
competing computer software packages that are distributed exclusively through
different retail outlets.
d) Cost o f change:
Changing the revenue recognition standard away from availability will
result in significant costs to all parties affected. While our related companies
distribute films in the worldwide television markets, our company is not a “major
studio” with the financial resources and systems in place to handle such a change
in accounting standard. We will be forced to undergo significant analyses of

procedures and systems and hire additional personnel in order to effect this
change, so the costs could be overwhelming.
Analysts would obviously prefer a cash basis o f accounting in order to
make their job, forecasting future cash flows, easier. Even the current proposal,
however, does not give analysts a cash basis o f accounting, since the timing of
cash payments almost always differs significantly from the license period. The
proposal will more likely add further complexity for analysts given the expected
increasing inconsistency between companies. The transition period will also see
revenue for many licenses recognized twice (at availability under FAS 53
accounting, then again over the post-implementation portion o f the license
agreement). We do not believe anyone has demonstrated that the expected costs
of this proposed change will be exceeded by its hypothetical benefits.

2) R even u e recogn ition re: sisn ific a n t/in sisn ific a n t ch anges to a film ; Par. 12, 5 7
We agree, insignificant changes should not delay revenue recognition. However, we do
not agree that dubbing or subtitling are “significant changes” to a film. These are minor
modifications made to an existing, completed film, and these costs are extremely
insignificant to overall production costs. We have no experience where a failure to make
changes to a licensed film has resulted in revenue reversals. Further, the administrative
cost o f this proposal seems out of proportion to the potential benefit.

3) P a rticip a tio n s a n d residu als balance sh eet gross-lip; Par. 26(c), 88-91
We do not agree with the proposed accounting, which requires a balance sheet gross-up
of capitalized film costs and liabilities on the release o f a film.
We understand the theoretical basis for the proposal. However, we believe it would result
in only a partial recognition of liabilities, have minimal impact on the P&L, distort the
balance sheet, and make financial statements less understandable to analysts. All o f the
“negatives” addressed above would seem to offset the pursuit o f “better” accounting
theory.
a) Different kinds of participations.
The draft SOP does not differentiate between participations due to creative
talent (e.g. actors, writers) who worked on the production o f a film, those due to a
production company (or other distributor or financier) from whom distribution
rights have been acquired, and those due to another party in a distribution deal in
which the distributor bears little risk and merely receives a distribution fee. We
do not believe the proposed standard recognizes these distinctions, and we believe
it clearly does not apply in the latter cases.

b) Partial recognition o f liabilities.
The draft SOP requires accrual o f participation costs “for financial
performance achieved during the ultimate gross revenue period”. This explicitly
provides that participations for non-amortized films (for example, films more than
10 years old) should be treated differently than participations for amortized films,
but provides no justification for the difference in treatment. The 10 year standard
itself was arbitrary, and was developed solely in the context o f amortization of
production and releasing costs (and without any thought o f its impact on this later
idea o f participations gross-up). We looked at a recent fiscal year and estimated
that over a quarter o f creative participation payments and about one-sixth o f
residual payments were for non-amortized product.
c) Distortion o f working capital.
Under the proposed SOP, all of a “new asset” will be classified as noncurrent, while much of the “new liability” will be classified as current. This will
distort working capital ratios while not improving the information provided by the
financial statements.

d) No identified benefits.
The benefits of proposed changes are supposed to exceed the costs of
applying them. However, my understanding is that no one believes they will
benefit from the proposed change (other than some in the industry who would like
having application o f APB 21 discounting move part o f their operating costs into
interest expense). It is also my understanding that outside analysts believe this
change will reduce their ability to analyze a company’s financial statements.

4) Early/pre-release exploitation costs of theatrical products; Par. 27, 69-87
We agree that early release and pre-release exploitation costs should be capitalized, with
the current standard (FAS 53, Par. 15) the most appropriate. This specifies that
“(exploitation costs) which clearly benefit future periods shall be capitalized as film cost
inventory and amortized” under the individual-film-forecast method. This method:
•
•

more fairly matches revenues and expenses,
more closely aligns with the investment decisions being made by management
(i.e. production and theatrical releasing costs are incurred to “launch” a feature
film into the video and television markets, with the video and television revenues
correlating closely with the results of the theatrical release),

•
•

more closely aligns with management’s view of the results o f operations (i.e. this
is how internal management reports measure performance), and
does not result in counterintuitive results (e.g. the anomaly o f significant losses
recorded in the initial quarter o f a blockbuster’s release).

Pictures showing an ultimate loss already take a write-off on their theatrical release, so
any capitalized releasing cost which is not “recoverable” are already written off. It is
important to note that the impact o f a change primarily affects films showing an ultimate
gross profit, which is less the norm in the film business than losses are.
The imposition o f a new standard perceived to be unfair may also be sufficient reason for
some companies to try and “get around” the new standard through creative financing
structures (such as portfolio insurance products already on the market), thereby reducing
comparability across the industry.
We also object to the acceleration o f expense recognition o f participations and residuals
at the same time that releasing cost expense recognition is also accelerated. Residuals for
feature films, for example, are only payable as a percentage o f home video and television
revenues. Participations typically do not start becoming payable until revenues for a film
exceed a specified amount, or production and releasing costs plus a distribution fee.
While we agree with including participation and residual costs with all other costs under
the “constant gross margin” approach (thereby accelerating recognition o f some of these
costs to a point earlier than they become contractually due), if the SOP desegregates the
different types o f film costs, then we believe participations and residuals should be
separated from both production and releasing costs, and be accrued only as the relevant
revenues (which directly result in payments becoming due) are recognized.

5) D isclo su res; Par. 43-47, 105, 106
With two exceptions, we agree with the proposed presentation and disclosure provisions.
a) Current vs. non-current film costs (Par. 43).
As an asset with rapidly decreasing value (due to the typical timing of cash
flows),'we do not believe that all capitalized film costs should be classified as
non-current. In reviewing the timing of revenue recognition for our films, we
note that a significant amount of “ultimate” revenues are recognized in the first
twelve months of release with another very large percentage of the remaining
ultimate revenues over the following twelve months. This does not correspond to
the pattern o f a “typical” long-lived asset; therefore the principals o f long-lived
a s s e ts sh o u ld n o t ap p ly to th e film b u sin ess.

b) Participations payable (Par. 47).

It is not clear to us (or to many others in industry, from our understanding)
how the calculation specified in the second half of the sentence is to be made.
Assuming it requires the calculation of participations which would be
payable if the relevant calculations within the various contractual and guild
agreements for released films were applied to revenues and costs recognized in
the financial statements as o f each balance sheet date, we believe companies are
being asked to take on an enormous burden with questionable benefits. Once
again, discussing our personnel and overhead, our company would have to hire
additional staff to constantly track what participations would be payable based on
revenues recognized in financial statements.
Second, we do not believe participation costs payable should have a
separate, specific disclosure requirement. We understand this requirement may be
an attempt to give analysts a tool allowing them to “undo” the participations
balance sheet gross-up proposed in Par. 26(c). However, we believe the better
answer is to change Par. 26(c) to eliminate the gross-up (as discussed above).
Additional disclosure requirements should not be included so analysts can
understand accounting rules that don’t make sense in the first place.

6. L o n s -liv e d assets vs. in ven tory; Par. 38, 39, 43, 4 4 ,1 0 3 , 105
We do not agree with the conclusion that films are more like long-lived assets than
inventory.
Films are rapidly depreciating assets. For features, we can show that a great amount of
non-discounted “ultimate” revenues are recognized in the first 12 months of release, with
another large percentage o f the remaining ultimate revenues over the following 12
months. For almost all prime time series, substantially all “ultimate” revenues for an
episode are recognized within the first two years o f release. (The exception would be
highly successful series in which enough episodes are produced to allow for a major offnetwork syndication or a basic cable sale, but these are less than a fifth o f all series
produced.).
We believe the current accounting model for long-lived assets is appropriate for assets in
which the majority o f the benefit is received after the initial year or two of use. We
believe that model was not developed with assets like capitalized film costs in mind (or
perhaps that the long-lived asset model’s development specifically excluded
consideration o f assets like capitalized film costs, which had specific accounting
standards which dealt with the underlying economics o f those assets). While the longlived assets model may be appropriate for purchased film libraries (because libraries of
older released films typically have more gradually declining cash flows than recently

released films), it is not appropriate for rapidly depreciating films initially released by the
distributor.
Also, why does a standard, which is fundamentally based on the premise that film costs
are long-lived assets at the same time, require that costs be written off over 10 years when
films have copyright protection for a significantly longer period? We are in favor o f the
10-year requirement in the context o f making improvements to the FAS 53 model, as
distinct from the current overall rewriting of film accounting standards.
We do not object to taking a write-off for released films whose projections of ultimate
revenues and costs show a net loss. In that regard, however, we do not believe there will
be a significant difference in the size o f a calculated write-off between the current “net
realizable value” approach and the FAS 121 approach. Although the FAS 121 approach
introduces the concept o f discounting future cash flows, which would increase the size o f
a loss, it also would include future cash receipts beyond the “ultimate” amortization
period (e.g. beyond 10 years from release), which would decrease the size o f a loss.

7. Loss recognition on television series; Par. 38, 39, 43, 44, 103, 105
We agree with the draft SOP’s approach, though with some reservations.
Based on the underlying practice o f doing business in the episodic television business, we
believe it would be most appropriate to recognize any “ultimate loss” when a completed
episode is delivered to a network (or similar “broadcaster”).
We do not agree with those who suggest a loss should be taken as soon as a network
places an order, due to the practice within the industry of cutting back the number of
episodes ordered, not producing all episodes in a production order, or even canceling an
entire order.

8. Transition provisions; Par. 48, 107
We agree that the cumulative effect approach is practical when accounting for the
changes proposed. However, the proposed effective date is too soon given the substantial
systems work which would be required (in particular if television license revenue
recognition changes away from the availability date), the timing o f being able to
understand the final SOP requirements and other items affecting business in general (e.g.
Y2K compliance issues for computer systems).
Given the film-by-film accounting required in the film business and the large set of
integrated systems required to ensure proper accounting in all markets and media it would
take a small group o f people (further reference to lack of manpower in an independent

company) a significant amount o f time to ensure the requirements o f the proposed SOP
are properly implemented.

9. Other matters
a) TV revenue recognition - “another systematic and rational basis”; Par. 7.
Although we disagree with the underlying proposal, if certain television
license fees will be recognized over the license period, then we agree with the
language which allows revenue to be recognized on a “systematic and rational
basis . . . more representative o f the time pattern in which use benefit from the
licensed film is diminished”. Many license agreements extend for more than one
year, and it is generally clear (based on our negotiations with licensees with
respect to the interaction o f key deal points like license fees, length o f license,
number o f runs, and payment terms) that runs in the early part o f a license period
have more value to a licensee than runs in the later part.
b) Consumer product exploitation costs - clarification of timing; Par. 27.
Besides the intangible intellectual property rights in films, there are also
cases where there is a tangible element of inventory which is intended to be sold
(as opposed to licensed). The most significant current example is the inventory o f
videocassettes that have been prerecorded with a film. We believe the intent of the
existing language is that this type of exploitation cost is not “incurred” within the
context o f Par. 27 (and so should not be expensed) until the product (e.g. a
videocassette) is taken out o f a warehouse’s inventory and shipped to a customer,
and the related revenue is recorded. This would be similar to “normal” inventory
accounting in other industries.
We understand, however, that others have read Par. 27 to require that a
videocassette be expensed as soon as it is manufactured. We request that Par. 27
be changed to clarify that videocassettes (and similar products) should not be
expensed until they are shipped to a customer.
c) Ultimate changes - beginning of quarter vs. beginning o f year; Par. 28.
We do not agree with the proposed change to FAS 53, on practical
grounds. The current standard (FAS 53, Par. 12) incorporates the effect of
changes in ultimates “from the beginning of the current year”; the draft SOP
proposes changing that to “the beginning of the period”, which infers quarterly
re p o rtin g p e rio d s. W e 're su re y o u ca n u n d e rsta n d th is w ill e n c o u ra g e

management in some companies to make estimates more optimistic due to the
disproportionate impact of ultimates getting worse (requiring immediate loss
recognition) as compared to cases where ultimates improve (with the partial

reversal o f a loss only allowed to be taken in over remaining ultimate revenue, not
immediately). This goes directly against one o f the three reasons for considering
changing FAS 53 (business failures not expected based on reported financial
statements), and we believe provides too strong an incentive for some executives
to provide overly optimistic estimates o f future revenues. We believe the
proposed change works against the goal of financial statements across the entire
industry that are both realistically stated and consistent.
d) Production overhead; Par. 35.
We believe that some language be clarified, by changing the words
“related to” to “o f ’ in the last sentence. The sentence currently reads:
“Production overhead should not include costs related to properties that will not
be used in the production o f a film, as discussed in paragraph 40, or overall deals,
as discussed in the following paragraphs.”
We understand that some have interpreted “related to” to mean that the
“costs o f individuals or departments with significant responsibility for the
development, production or acquisition o f films” contradicts the accounting
prescribed in paragraphs 36-37 and 40 (with the later paragraphs controlling).
They believe the costs o f “individuals or departments”, which relate to the
development o f projects or term deals which have been written off, must in turn
also be written off. We believe AcSEC’s intent (with which we agree) was that
the costs o f individuals or departments related to the development of films (as
opposed to third-party costs of stories and term deals) should all be capitalized,
and then be allocated to the films which are actually produced.
e) Loss recognition prior to release; Par. 38-39.
We do not agree that Par. 38(f) and the second half o f Par. 38(a) should be
included in the SOP. Those criteria suggest that if a film is released after the
balance sheet date and is written down, then loss recognition should be
accelerated either if there was any adverse market research prior to release, or any
shortfall from anticipated performance.
'The release o f a feature film is much more art than science. The
performance of competing films in the marketplace, good or bad creative
advertising materials, the “buzz” about a film, the amount of money spent on
advertising just prior to release, and many other factors (both those within and
outside a producer’s and distributor's control) will strongly influence a feature’s
box office performance. Many of these factors come together just before a film’s
initial release.
Booking losses on unreleased films will distort comparability between
companies, and between fiscal quarters. Companies which consistently release

films throughout a year would typically be hit by more losses in the fourth quarter
simply because o f the greater amount o f time taken to issue financial statements at
the end o f a year vs. the end o f a quarter. In addition, companies which issue
statements quickly will accrue fewer impairment losses than companies which
take more time, simply because o f the way accounting rules are written and not
for any underlying operational or economic reasons.
It should also be recognized that the ability to accrue for projected
impairment losses on unreleased films provides significant flexibility for earnings
management, due to the very wide range of possible results which can be
reasonably estimated for most unreleased films (a range which shrinks
dramatically once the film is released).
As a result, for a “normal” feature film, our view is that the initial release
date is the time that a loss should be recognized.
We recognize the potential this raises for abuse (e.g. one could defer loss
recognition indefinitely merely by postponing the initial release o f a film), and so
in order to deal with “abnormal” feature films, we agree with the other examples
in Par. 38.
f) Revenue and profit recognition for split rights deals.
The Exposure Draft currently does not deal at all with split rights deals,
which are increasingly used for higher-profile feature films (for example, Titanic
and Saving Private Ryan). It is our understanding that there is significant
inconsistency in revenue and profit recognition for these films.
In these deals, two studios may agree to jointly produce and distribute a
film and share profits or losses on a worldwide “one pot” basis, with distribution
responsibilities split between them among geographic and/or market lines. It
seems clear that revenue should be recognized “normally” in the territories and
markets where a distributor distributes itself, but how should revenue generated
by the other distributor be accounted for on the first distributor’s books: not at all,
at 100% o f the other distributor’s revenues (treating the other as a sub-distributor),
or based on the net amount due from the other distributor? All three methods are
currently in practice with significant differences in the amount o f revenue
recorded, as well as some impact on the timing of profit recognition.
The profit recognition timing differences will become more pronounced if
the current draft SOP were enacted, as the domestic theatrical distributor will
likely have to record early losses (due to earlier expensing o f theatrical releasing
costs and the fact that domestic theatrical releasing costs are, on average, greater
than domestic theatrical revenues). By contrast, the international distributor is
more likely to show profits from the beginning (international theatrical revenues

are still higher than releasing costs, on average). When the two distributors are in
the same economic position (due to their sharing o f worldwide revenues and
expenses), why should their reported results differ significantly?

February 1, 1999

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 2550
AICPA
1211 Avenue of the Americas
New York, NY 10036-8775
Re: Proposed Statement of Position-Accounting by Producers and Distributors of Films
Dear Mr. Noll:
We are pleased to submit our comments related to the above Proposed Statement of Position
on behalf of the New York State Society of Certified Public Accountants. The comments were
prepared by the Financial Accounting Standards Committee of the Society.
The Committee believes that this proposed SOP is seriously flawed and should not be
released in its present form. The deficiencies relate to both its presentation and contents. Among
the items, which we believe should be addressed, are the following:
■There is no consistent or conceptual basis for the conclusions. For instance, paragraphs 50 and 51
draw an analogy to leases, while paragraph 57 relies for support on the accounting for completed
contracts contained in SOP 81-1. We suggest that the proposed SOP cite additional references to
make and emphasize the points made in paragraphs 50, 51, and 57.
■The proposed accounting appears to be diametrically opposed to the present trend for recognition
of assets and liabilities, as those terms are defined in FASB concepts statements, e.g., the deferral of
costs for expenditures that closely resemble research and development expenses, advertising
expenses and startup expenses. Thus, all advertising and marketing expenses (defined as
exploitation costs in the SOP), and any startup costs (as defined in SOP 98-5) should be charged to
expense as incurred, without any deferral. We see no reason for an exception to GAAP for this
industry.
■The proposed SOP is poorly organized. Revenue from the sale, licensing or exhibition of films
arises from different sources, e.g., film, videotape, television specials, television series, DVD, CD

ROM, etc. The SOP should be organized, as follows: revenues from the sale, licensing, and
exhibition, with subcategories for the different sources. Also, costs and expenses, as outlined in
paragraph 26 (production, exploitation, participation), are discussed in the ensuing paragraphs in the
following order: exploitation (paragraph 27), then production and capitalized participations
(paragraphs 28 et seq.).
■The definition of the term "film" is limited to "all kinds of entertainment product." Is this intended
to exclude film developed for educational or training purposes from the provisions of the SOP?
■The term "gross revenue," as used throughout the proposed SOP, is inconsistent with its definition
in the glossary because it must be computed net of any discount required by APB No. 21.
■The terms "ratings shortfalls" and "make goods," should be defined in the glossary.
■In the Appendix, under (B), following the arrows, related to a "No" answer to the question "Other
criteria of 1J6 met?," is confusing.
■ We note that SFAS No. 53 contains a number o f examples of the computation of revenue and the
individual film forecast assumption. We suggest that the proposed SOP contain similar examples
that would help to illustrate its provisions and , thereby, enhance its understanding.
■Paragraph 6 discusses all of the criteria that must be met before gross revenue can be recognized.
Because certain other revenue recognition criteria are contained in the paragraphs after paragraph 6,
we suggest that the lead sentence of paragraph 6 contain a reference to all the other paragraphs that
contain such criteria, for example, the additional criteria found in paragraph 7 and release of the film
as mentioned in paragraph 19. We would also include, as a revenue recognition requirement, that
the entity not support the customer in any way.
■We recommend the following additional disclosures:
Capitalized interest, as required by FASB 34;
When the income forecast method is used, and the projected income is over or under
estimated, the amount of the adjustment (gross over and gross under) reported in the income
statement for each income statement presented; and
All differences in the pre-tax amount of revenue and the pre-tax amount of amortization
costs between the amounts reported for financial statement purposes and the amounts
reported
for income tax purposes.
We hope these comments have been helpful. If you wish to pursue these items further,
please let us know, and we will request that a member of the Committee contact you.

Very truly yours,

John J.^O'Leary, CPA
Chair, Financial Accounting Standards Committee

James A. Woehlke, CPA
Director, Technical Services

cc: Accounting and Auditing Committee Chairs
Timothy S. Lucas, Director of Research and Technical Activities-FASB

January 27, 1999

Mr. Daniel Noll, Technical Manager
Accounting Standards, File2550
AICPA
1211 Avenue o f the Americas
New York, NY 10036-8775
Dear Mr. Noll:
The Accounting Principles Committee o f the Illinois CPA Society (Committee) is pleased
to comment on the Proposed Statement o f Position— Accounting by Producers and
Distributors o f Films. The organization and operating procedures o f the Committee are
reflected in the appendix to this letter. These recommendations and comments represent
the position o f the Illinois CPA Society rather than any o f the members o f the Committee
and o f the organizations with which they are associated.
The Committee in general supports the proposed SOP and believes that it sets appropriate
guidance for accounting by the entertainment industry, which will improve the overall
financial reporting o f the industry.
Issue number 4 addresses the requirement of paragraph 27 to capitalize early release and
prerelease advertising costs o f theatrical products, with a limited amortization period. A
majority of the committee does not agree with this conclusion. In paragraphs 69 through
87 of the proposal, AcSEC does a good job o f discussing the rationale for reaching this
conclusion and the alternatives considered. However, the Committee does not believe that
the arguments presented are sufficient to warrant deviating from the general principle
adopted in SOP 93-7 that advertising should be expensed as incurred or the first time the
advertising is used. The Committee believes that the conditions encountered in the motion
picture industry are not that different from conditions in other industries and, accordingly,
do not warrant a compromise o f the basic principles set forth in SOP 93-7.
A small minority o f the Committee believed that the matching principle should override
the concern for consistency with SOP 93-7 and they concur with the conclusion reached in
the proposal.
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Mr. Daniel Noll, Technical Manager
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Issue number 8 discusses the paragraph 40 requirement that a property not set for
production within three years should be considered disposed of. The Committee questions
how the three-year time period was determined. The selection o f the three-year time
period appears arbitrary because there is no discussion why three years was selected in the
basis for conclusions. The Committee urges AcSEC to explain it’s rationale for selecting
the three-year time period in the basis for conclusion section o f the proposal.
We would be pleased to discuss our comments and recommendations with you at your
convenience.

Sincerely,

Richard H. Moseley, Chair
Accounting Principles Committee

APPENDIX A
ILLINOIS CPA SOCIETY
ACCOUNTING PRINCIPLES COMMITTEE
ORGANIZATION AND OPERATING PROCEDURES
1998 - 1999

The Accounting Principles Committee of the Illinois CPA Society (the Committee) is composed o f 29
technically qualified, experienced members appointed from industry, education and public accounting.
These members have Committee service ranging from newly appointed to 15 years. The Committee is
a senior technical committee o f the Society and has been delegated the authority to issue written
positions representing the Society on matters regarding the setting o f accounting principles.
The Committee usually operates by assigning a subcommittee o f its members to study and discuss fully
exposure documents proposing additions to or revisions of accounting principles. The subcommittee
ordinarily develops a proposed response which is considered, discussed and voted on by the full
Committee. Support by the full Committee then results in the issuance o f a formal response, which at
times, includes a minority viewpoint.
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February 8, 1999

Mr. Daniel Noll
Technical Manager,
Accounting Standards, File 2550
American Institute of Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775

Re: Comments on the Exposure Draft, Accounting by Producers and
Distributors o f Films
Dear Mr. Noll:
We are pleased to submit our comments on the Exposure Draft of the proposed Statement
o f Position (“SOP”), Accounting by Producers and Distributors o f Films. Although we
support the proposed SOP because of its many significant improvements in financial
reporting which will help ensure an equal or common ground among competing
companies, we are concerned with certain aspects o f the proposed SOP. These matters and
our recommendations are contained in this letter. We believe that the AcSEC should
carefully consider our concerns and related recommendations prior to issuing the final
SOP. Our primary concerns are in the following areas:
•
•
•
•

Accounting for exploitation costs
Concept o f exclusivity and its impact on revenue recognition
Accounting for participation costs
Effective date

A llia n c e A t la n t is C o m m u n ic a t io n s In c.
I 2 I B l o o r S t r e e t E ast, S u ite I 5 0 0 , T o r o n t o , C a n a d a M 4 W
6 5 H e w a rd A v e n u e ,T o ro n to , C a n a d a M 4 M 2 T 5

3M 5

T 4 I 6. 9 6 7 . I I 7 4

T 4 I 6. 4 6 2 . 0 2 4 6

F 4 I 6. 9 6 0 . 0 9 7 I

F 4 I 6. 4 6 2 . 0 2 5 4

1

ACCOUNTING FOR EXPLOITATION COSTS

Paragraph 27 o f the proposed SOP requires that exploitation costs incurred on a territory
by territory basis in the theatrical market be capitalized and amortized over the expected
period o f exploitation o f the film in that theatrical market and territory, not to exceed three
months from the release date. We understand that the AcSEC has carefully considered the
issue o f exploitation costs taking into account the unique aspects o f the motion picture
industry and recognizing the reasons for the need to heavily exploit a film during the
prerelease and early release periods. However, we do not feel that the AcSEC has
completely thought through the accounting for exploitation costs incurred by third party
distributors.
A major portion o f our business is acquiring the distribution rights for independently
produced motion pictures. These rights typically cover theatrical, pay television, video,
cable and regular television distribution. A typical distribution arrangement is structured
such that a minimum guarantee is paid up front to the producer. We, as the distributor, are
responsible for the distribution in the territories we acquire, including incurring the
exploitation costs in promoting the motion picture. Unlike our own produced films, we are
able to first recoup the exploitation costs incurred in promoting the picture and the
minimum guarantee before we pay the producer any additional fees. As such, the
exploitation costs are a receivable but do not meet the definition o f a receivable as it is not
a legally enforceable amount as the balance at any point in time is based upon future
revenues. However, the future revenue period is not limited to the three-month period that
the proposed SOP currently envisions in the amortization period o f exploitation costs. This
future revenue period for the recoupment o f exploitation costs covers theatrical, pay
television, video, cable and regular television.
One could structure distribution contracts with producers such that the producer receives a
larger minimum up front but the producer would be completely responsible for the
exploitation costs. However, this is not a route we would want to pursue as it as we prefer
from a business perspective to maintain control directly over the exploitation costs as we
are more familiar with the markets we distribute our product in. Therefore, we feel that
separating the exploitation costs from the minimum guarantee (cost o f the title) which is
amortized based on estimated future revenues not to exceed ten years does not match the
economic reality o f the third party distributor relationship with the producer.
If we were required to amortize exploitation costs over a period not to exceed three
months, in almost all cases we would have negative margins during the theatrical release
period o f the titles. As an example, we pay $3 million as a minimum guarantee to a
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producer for a title with estimated total revenues o f $6 million from all sources in the
territories we have the rights. We are entitled to a 35% commission on the distribution. If
the exploitation costs incurred in the first year amount to $1.5 million and total revenues in
the first year are only $4 million we would have negative margin o f $100,000 and a
remaining minimum guarantee o f $0.4 million to be recovered from future revenues o f $2
million. If we followed our current practice, with this same transaction, we would have a
margin o f $1 million and a remaining asset o f $1.5 million to be recovered from future
revenues o f $2 million.
Almost without exception, all third party distribution arrangements we are currently
contractually bound to would initially result in negative gross margins if we accounted for
the transactions in accordance with the proposed SOP. As such, we believe that the
recognition o f a negative gross margin is counterintuitive and inconsistent with the general
impairment theory as this would result in an understatement o f assets. Clearly, our current
accounting practice better captures the economic substance o f the third party
distributor/producer relationship. This is also in line with other accounting literature such
as accounting for long term contracts where an equal margin is recognized over the
duration o f the contract.
Furthermore, the expenditures on exploitation costs significantly enhance the value o f film
assets. Without exploitation costs, a film asset will have little value as unlike tradition
products that are sold through stores where there is free buyer traffic, a film can only be
sold through attracting views through exploitation costs which generates the momentum
for the future revenues streams such as pay per view and home video. As such,
exploitation costs are a betterment which would meet the criteria for capitalization if the
film assets are viewed as long lived assets.
Our preferred choice is to amend the proposed SOP to allow for even margins over the
projected life o f the film. However, at a minimum, we suggest that the AcSEC consider
clarifying the requirements o f paragraph 27 o f the proposed SOP to require the write-down
o f exploitation costs when negative gross margins are expected during the theatrical release
period. We believe that the write-down should be equal to an amount that will result in a
zero gross margin during the exploitation cost amortization period rather then negative
gross margins as the current proposed SOP is structured.
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2

CONCEPT OF EXCLUSIVITY AND ITS IMPACT ON REVENUE
RECOGNITION

There is a major difference between licensing a film on an exclusive basis and licensing
one without exclusivity. Inclusion o f exclusivity in an arrangement changes both the
nature o f the agreement and the agreement’s economics to the parties to the agreement.
When exclusivity is included with a right to use an intangible asset, the exclusivity usually
increases the value o f the license. The value to a transferee o f the right will be
substantially less if the right to use the asset is not exclusive and can be transferred by the
owner and used by others. In fact, a significant portion o f the price paid for the right
delivered may be derived specifically from the right to use the asset on an exclusive basis.
The AcSEC noted that the right to exhibit film products is often transferred on an exclusive
basis. This is because users o f films, such as pay television, cable television, and major
networks, demand that their competition not have access to a film in order to maximize
subscribers, viewers, advertising revenues, and, ultimately, the value o f their networks.
This being the case, if a film right is sold to other users in the same market or territory, the
value o f the right to exhibit that film is less than it would be if it had been licensed on an
exclusive basis.
We believe there should be separate revenue recognition models for the two types of
arrangements because of the differing economics between an exclusive and a nonexclusive
arrangement. Specifically, we believe that licensing film rights on a nonexclusive basis is
conceptually no different from most software licensing arrangements, which are typically
nonexclusive arrangements. When a software vendor sells a piece o f software to a
customer, that customer typically uses the software only. The customer is not allowed to
resell the software without making some form o f payment to the owner o f the right and the
owner may sell the same right over and over again. SOP 97-2, Software Revenue
Recognition, permits revenue recognition for arrangements that do not require significant
production, modification, or customization when certain criteria are met. Typically, when
a software vendor sells the right to use software, that vendor is not restricted from selling
that same right to others. Similarly, a producer or distributor o f films in a nonexclusive
arrangement has not given up its right to continue to distribute that film repeatedly in a
given market or territory. Given these virtually identical fact patterns, we believe that there
should be similar revenue recognition models.
Therefore, we disagree with the AcSEC’s conclusion that the licensing o f film products
should be recognized as a sale only if substantially all o f the fair value for a market or
territory has been transferred to the licensee on an exclusive basis as stated in paragraph 7
o f the proposed SOP. The proposed SOP requires that if a license for film product is
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nonexclusive, then revenue should be deferred and amortized over the license period. We
believe that the nature o f nonexclusive, unrestricted arrangements that provide producers or
distributors with the right to sell a film to an unlimited number o f customers in a particular
market or territory is substantially different from an exclusive arrangement and is akin to a
software owner’s right to sell its product to an unlimited number o f customers.
Accordingly, when the nature o f the arrangement is nonexclusive, we believe that
immediate revenue recognition should be required provided all other revenue recognition
criteria have been met, that is, when the criteria in paragraph 6 are met.
When a film sale is exclusive relative to a particular market or territory, the nature o f the
arrangement has changed. In these cases, we agree with AcSEC that the license
arrangement is analogous to a lease arrangement and that immediate revenue recognition is
appropriate only if substantially all o f the fair value o f the film for a specific market or
territory has been transferred and if the paragraph 6 criteria are met. When an exclusive
film right is transferred, the producer or distributor has given up its right to license that
product to others in the same market or territory for a period o f time. This situation is no
different from when a lessor gives up its right to use a portion of a building to a lessee.
Under FAS No. 13, Accounting fo r Leases, substantially all o f the risks and rewards of the
asset must be transferred to the lessee for the lessor to account for the lease as a sale-type
lease.

3

ACCOUNTING FOR PARTICIPATION COSTS

The issue o f accruing participation payments is difficult due to the subjective nature o f the
calculation, which is based upon a number o f events to happen at a much future date. We
believe that conceptual support can be found for both a conclusion to accrue the present
value o f participation costs in total and a position that requires accrual o f such costs as the
revenues to which payments relate are earned. However, we believe that there are
significant operational issues with AcSEC’s proposal and, as such, recommend that AcSEC
consider an “accrue as revenues are earned” model.
In one o f our normal film participation arrangement, a financier (often a government
agency) is often compensated based on a percentage o f the film’s gross revenues over a
base amount. Therefore, before the film’s producer or distributor is obligated contractually
to pay the financier a participation fee, the film must generate a contractually agreed upon
level o f revenues. The nature o f this arrangement is such that the generation o f film
revenues triggers the participation liability for accounting purposes. If the film in which a
financier has a participation right does not derive enough revenues to trigger a participation
payment, the financier is not entitled to any compensation. Further, once a participation
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right has been triggered, the generation o f additional compensation is contingent on the
film generating additional revenues.

4

EFFECTIVE DATE

We believe that the effective date o f the SOP should be delayed for one year. This would
make the SOP effective for fiscal years beginning after December 15, 2000. We believe
that a one year delay in the effective date is appropriate to provide entities with ample time
to determine the effect that the final SOP will have on their business, to address system
changes that likely will be needed to implement the standard, and to avoid complications
that may be caused as a result o f the simultaneous implementation o f this SOP, FAS 133,
Accounting fo r Derivative Instruments and Hedging Activities, and issues that arise due to
the Year 2000 Problem.
Thank you for the opportunity to express our views. If you have any questions regarding
our comments, please contact me at 416-934-6932.

Very truly yours,

Kerri Golden, CA
Chief Financial Officer
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5724 Tucker Circle
Omaha, Nebraska 68152-1842
February 21, 1999

Mr. Daniel Noll, Technical Manager
Accounting Standards, File 2550
American Institute o f Certified Public Accountants
1211 Avenue o f the Americas
New York, NY 10036-8775

Dear Mr. Noll:

It is my pleasure to offer the AICPA my comments on the Proposed Statement o f
Position, Accounting by Producers and Distributors o f Films. Please forgive my slight
tardiness, but this ended up requiring more time than originally expected.
While many comments are essentially alternative wording suggestions, others pertain to
possible omissions, and some are clear differences o f opinion, especially with regard to
advertising.

7. "Licensing arrangements," plural, could be interpreted to mean that separate
arrangements can be tested on a combined basis. You also used the single tense in
paragraph 6. I would suggest, "A licensing agreement th a t...."
Your discussion o f "substantially all" seems to follow the thinking stated in FASB-13,
paragraph 84; that important point reference should probably be mentioned in your Basis
for Conclusions.
Was FASB-13's paragraph 7(c) criterion (i.e., 75 percent o f life) not used for some
reason? Was it because you believe we are dealing with infinite lives here?
Is there a need to add that the entity should not have a substantial continuing involvement
with the film, such as in FASB-66, paragraph 3(d)? Again referring to FASB-13, that
would be as in the lessor's paragraph 8(b). You have addressed 8(a) in your paragraph
6(e), but not 8(b).
Is the 10 percent on a discounted or non-discounted basis?
How should a "sale" (per paragraph 6) be recognized if the conditions o f paragraph 6 are
not met? What if paragraph 7 began, "Sales and licensing arrangements that meet ..."?
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8. Because I believe that the term "arrangements" used in this document are also legal
contracts, I would suggest the phrase, "formal contract."
I believe you are calling for a clear indication o f consummation as used in FASB-66,
paragraphs 6 and 20. I would suggest broadening the phrase "solely provided by." It is
good that a substance-over-form clause was included.
9. Again, "formal contract."
10. Consider adding the ideas that the indirect delivery (1) is primarily for the
convenience o f the customer, and (2) such approach appears reasonable in the
circumstances. It must be clear that there has been a transfer o f the risks and rewards of
ownership in these cases.
12. It is hard for me to believe that adjusting a film for running time, without hurting
content, wouldn't be as hard as adding subtitles. Should that be added to the "significant"
items?
14. It is not clear why paragraph 13 indicates only that the 6(d) test is met, whereas
paragraph 14 gets into other conditions o f 6 and 7. Simply say that paragraph 6(d) is met
in such cases.
15. I suggest that "payable" be removed from the first line mainly because the entity will
receive the fee, not pay. "Receivable" is used in the first line o f paragraph 16.
If a customer would pay a premium for a basket o f films, the resulting allocations would
be greater than the individual fair values. Is a premium situation possible, and if so, a
concern?
How should the total refundable amount (the amount subtracted from the flat fee) be
allocated to the not yet produced or completed films when there is more than one?
An illustration o f the application o f paragraph 15 when there are not yet produced or
completed films would be helpful.
16. Cross-collateralized is undefined and its accounting importance is not clear.
19. If the risks and rewards o f ownership for the products have passed, it is not clear why
the revenue from those products is linked with the related film. If the products cannot be
sold until the film begins, then passage has not occurred and revenue recognition should
be delayed.
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22. In the flat fee case, no guidance for the allocation to each film? Also in the flat fee
case, what if the point in time when paragraphs 6 and 7 are met do not coincide with the
execution?
25. Why does paragraph 25 simply say use APB-21 (and its rate guidance), whereas
paragraph 26(c) specifies, "based on currently available rates o f return on high-quality,
fixed-income investments with cash flows that match the timing and amount o f expected
cash payments"?
27. See my comments for paragraphs 69-87.
When does "incurrence" occur?
28. You should mention that in the case o f a sale, these costs should be charged against
revenue in the period o f the sale.
29. Line 4 includes, "Ultimate gross revenues should also include estimates o f revenues
from licensing arrangements with third parties to market film-related products." But then
subparagraph (e) indicates "only if," which is it?
The difference between "film-related products" and "peripheral items" in (d) is not clear.
Hopefully film-related products does not mean other films!
Also not clear is (f)'s "general terminal values."
30. Quick calculations indicate that the current dollars, non-discounted, approach is
appropriate.
31. Is it not true that only the costs incurred to date shall be available for current
amortization? Are you trying to say that expected future costs shall not be included in the
current amortizable base?
Take for example the new television show "Jesse." Does this paragraph mean that the
costs capitalized for the January 21 episode should not exceed the amount o f revenue
contracted for that January 21 episode9 That is, the accounting is done on a show-by
show basis, and not for the production year?
•
And does, "Capitalized costs should be expensed when the related revenue is recognized"
mean that the costs are not amortized under the forecast-method? If so, what factors took
us off the main capitalize-and-amortize route —that it is a TV series?
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Consider giving yourself some growing room by providing for other types of
series/episode production, not just television?
33. What if the cost assigned to a particular film is greater than the expected revenue? It
is possible that cases may arise where an entity will be required to buy some losers in
order to get the winners.
34. Why say "despite"? Could you say, "When an arrangement requires insignificant
changes to be made to a film after initial delivery, as discussed in paragraph 12, the
estimated cost to make such changes shall be accrued ...."
Do you mean accrued at the time o f consummation o f the agreement (the conditions of
paragraph 6 are met)?
The words, "and expensed," are not clear. Obviously they will be expensed, it's when
that is unspecified. You probably mean in the same manner as production costs.
35. I do not agree that the costs o f individuals or departments responsible for the
acquisition o f films should be included in production overhead because the nature o f the
two activities (e.g., movie making and buying others movies) is too far apart. These costs
should, however, be overhead with respect to the acquisition o f film libraries as discussed
in paragraph 33.
A warning, such as is in FASB-2, paragraph 11(e), that general and administrative costs
shall not be included, may be wise.
39. Is it necessary to try to summarize FASB-121 in this paragraph?
Films held for sale should not automatically be considered long-lived assets which are
covered by FASB-121. The inventory vs. long-lived asset issue should be determined as
with any other asset.
40. Use language such as is in paragraph 39. For example, "The loss should be
accounted for in accordance with the guidance in FASB Statement No. 121 related to
assets to be disposed of."
Is the 3-year presumption and the abandonment presumption based on research? It would
be nice if these could be left to professional judgment.
41/42. The discussion about how the change in estimate should be applied seems
different than the guidance in APB-20, paragraph 31. If you are trying to say that the
guidance in APB-20 and FASB-3 is to be followed, it is not clear.
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43. See comments for paragraph 39. Non-inventory film costs (that is, those involving a
licensing arrangement) should be classified as noncurrent assets. Film costs related to
those films treated as sales, should be removed from the balance sheet and expensed (see
comments at paragraph 7).
I suggest you say that deferred revenue is a liability. Does your wording suggest that the
amount o f deferred revenue be separately displayed?
44. Film costs that are to be classified as inventory (see comments for paragraphs 39 and
43) should be considered operating activities. How do leasing companies classify their
acquisitions?
46. Does "kind o f product" mean the two types mentioned — (1) theatrical feature films,
and (2) direct-to-television?
Should accumulated amortization be shown, should current year amortization be shown?
Should expected revenue, or amortization for next 5-years be shown? That would be
more consistent with the leasing literature than the 60 percent-type information.
47. This is a very unclear paragraph (additionally, there is no help in the Basis for
Conclusion section). Are you saying that the balance sheet amount should also be broken
down by fixed and variable component?
50. It seems that many o f the issues considered, and decisions reached, in deriving SOP
97-2, Software Revenue Recognition, would have also been used here. If so, that should
be mentioned.
52, 53. Again, formal contracts.
54. You might want to mention that the delivery is usually the clearest indication that an
exchange has taken place. In my view, the requirement for revenue recognition at issue
(i.e., one o f the requirements) is an exchange, and that clearly occurs with delivery.
57. FASB-34, paragraph 58, makes an important point also about why the rule should be
"substantially complete."
58. Please clarify the definition o f "determinable." I could argue that in the case where
gross revenue is based on a percentage o f the customer's revenue, the entity's gross
revenue, while clearly not fixed, is determinable on day-one because a formula has been
agreed upon. It seems you are referring to cases were a formula is used. "Determinable"
is also used in FASB-47, paragraphs 7(b) and 21, but notice that such amount(s) may be
available for the next five years, but doesn't include the variable portion.
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59. Again, flat fee receivable, not payable.
73. I'm sorry, but I do not believe the film industry is unique. I believe the same
arguments can be made for the auto industry, book publishers, magazine publishers, new
theme parks and resorts, and on and on. A "big start" is so important in lots o f situations.
I understand SOP 93-7 is causing a problem here, but saying the problem is unique to the
film industry is a gross overstatement and a poor basis for modifying an accounting
principle.
In my opinion, all advertising is targeted for a limited time. Research shows that viewers
do not generally have a long recall period for specific advertisements. Further, can't we
argue that almost all o f the pre-Christmas advertising, for example, is for a limited,
specific period o f time? Again, except for the point that the product is not available when
much o f the advertising takes place (your paragraph 69), and as noted at 76(b) below, this
advertising is not unique.
75. W hen you state: "AcSEC agrees that these exploitation costs increase gross revenue
in the theatrical release phase," are you not repeating paragraph 74's, "... AcSEC
acknowledges that there is merit to the argument that probable future benefits often exist
from advertising...."?
76(a). Isn't the point that following SOP 97-3 will heavily burden the first month o f a
film's overall results and amortizing will spread this burden?
Recall that commentators have often accused the FASB o f proposing standards that likely
will cause earnings to fluctuate more than under current practices. Each time the FASB
reply is that if fluctuating earnings are inherent in the entity, accounting practices should
not be adopted that create an illusion o f less fluctuations. The same can be said here -IF expensing according to SOP 97-3 is conceptually the answer, that approach should not
be rejected because it often produces losses in early periods.
76(b). You might add that using a specific-theatrical-market approach, you are
addressing another unusual aspect about this advertising — not only is the product not
available when much o f the advertising takes place, but when the product is made
available, it may be made available to different customers at different times.
79. The magnitude o f these expenditures should not be an issue, only that they are
material. We do not have X accounting principles for material matters, and Y accounting
principles for super-material matters, and Z accounting principles for mega-material
matters, etc.
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80. I would agree with maybe 90 percent o f this discussion. However, I believe that
such costs are not capitalized under [SOP 93-7] after the advertising occurs because,
while future benefits are discernible, they are very short-term, and therefore, allocating
these costs "either on the basis o f association with revenue or among several accounting
periods is considered to serve no useful purpose." [FASB-2, paragraph 48]
81. As I noted at 79, magnitude should not be an issue. It does address timing in that the
cost would be deferred until the film is released. And when you state the method is not
responsive to the industry's need to exploit a film, what are you saying? They can exploit
all they want! Maybe you're saying that this method does not permit income smoothing?
I believe the supporters of this alternative are saying that they believe the benefits from
any advertising is very short-term, and they do not see a cost-benefit advantage to
amortizing the cost um-teen different ways in order to perhaps have a minimally better
earnings measurement four times a year. This would be particularly true when a film is
released everywhere about the same time.
I see the problem this way: SOP 97-3 didn't have the foresight to see this kind of
problem and AcSEC now wants a quick-fix by saying this industry is so unique. My
suggestion is to amend SOP 97-3 because this is not a unique problem (see my comments
at 73).
As we see it now there are three stages for an advertising cost: (1) incurrence o f the
expenditure, (2) the running o f the advertisement, and (3) the benefit period (starting at A
and ending at Z). In diagram form we can see the relationship between (2), represented
by •, and (3), represented by a dashed-line of about 10 characters:
Run number 1:
Run number 2:
Run number 3:

• ---------• -----------• ------

Until this case, we considered only situations where (2) and (3 A) occurred about the
same time —that is, advertising in the usual situation is only for an available product. As
the diagram shows, the benefit period begins immediately after the advertising runs. At
the extreme, the customer would go out immediately after seeing the advertisement and
buy the product. Even (3Z), the right end of the line, was not much later, maybe a month.
For these usual cases, SOP 97-3 gave a good solution, expense production costs when
(2)/(3A) first occurs (which is also approximately (3Z)), or at the earlier (1) if you prefer.
In the above diagram that would mean production cost would be expensed at the • for run
number 1, or at the earlier time o f incurrence, (1). Placement cost would be expensed at
each •.
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Now more complex problems: what if (2) and (3A) are considerably apart because the
product is not yet available when the advertisements run (illustrated below), or what if
there are multiple (2) and (3 A) sets?
Run number 7:
Run number 8:
Run number 9:

•

------• --------• —— —— —

Note that the benefit periods are likely to overlap in order to keep continuous information
in front o f the consumer. Note also that the length o f the line, from */(2) to the right end
o f the line/(3Z), is always about the same length since the benefit o f a given
advertisement run can only last an approximately fix length o f time (here, approximately
10 dashes).
My suggestion would be to argue that production and placement arising prior to the
availability o f the product can be deferred on grounds o f the expense recognition
principle o f Associating Cause and Effect:
Some costs are recognized as expenses on the basis o f a presumed direct
association with specific revenue ... recognizing them as expense accompanies
recognition o f the revenue. [FASB-5, paragraph 78]
I believe you have in this Exposure Draft presented adequate evidence o f the needed
presumed association. However, I would suggest expensing this deferred cost in the
period the product become available and revenues start to be earned.
If you can justify charging the cost to expense in a period not longer than 1-month, I
could accept that. Your suggested 3-months, however, is unacceptable. For instance, if
my wife and I attend a movie that has been out for, say, 2-month, we likely chose that
movie because o f what friends told us, current advertising, attendance figures in the
newspaper, etc., not advertisements that ran two or three months earlier. Also appreciate
that new movies are coming out continuously that want our movie-going dollar. The pre
release advertising may get people into the seats the first, couple, three weeks or so, but
not after that. And unless you change SOP 97-3 in a significant way, costs shouldn't be
deferred that long.
Note that my suggestion is almost consistent with the current SOP 97-3. If I was
amending SOP 97-3 for my position, I would also add that if placement costs were
incurred prior to 1-month before availability, those cost would have to be expensed as
incurred, not deferred. In other words, I believe that 1-month is the approximate length
o f my dashed-lines, the benefit period. The benefit o f a placement cost, say, two months
before release will not extend to the release date. The benefit period o f the production
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cost will, however, extend that two months IF it runs. The benefit period o f the
production costs, therefore, is a function o f having to run it (customers must see the ad),
but also by running it (people get tired o f it, learn that the movie is over-rated, etc).
My thinking is that the representational faithfulness concept holds that there should not
be many types o f expenses, including advertising, until the product is available for sale.
As stated in your paragraph 73, in such a case advertising is similar to a production cost.
It seems I remember that the incurrence date option in SOP 97-3 was included for
practical reasons. If that is the case, an amended SOP 97-3 could continue to allow that
option, but I generally believe that is too conservative. I recall reading an article that
gave the illustration about production costs being incurred in, say, November 19x1, for
showing during the Super Bowl in January 19x2. The author stated the company could
have a policy that would result in expensing either in November or January. Assuming a
12/31 year-end, a going concern, and a material amount, I cannot accept the view that
there is an expense in November, before the activity is even used for its intended purpose.
Where there will be multiple times when the product will be made available, I would
suggest that the overall cost(s) should first be allocated according to the number o f times
the advertising will be run in the various theatrical markets/territories; the subsequent
charges to expense shall be on a market/territory-by-market/territory basis.
As to the amortization method, I also strongly disagree with your, "in the same ratio that
theatrical gross revenues earned in that particular theatrical territory bear to estimated
total theatrical gross revenues for that territory ..." (paragraph 27). In my opinion, this
method causes income smoothing as it produces a constant yield effect. I would suggest
that the exploitation costs first be categorized as production costs or media placement
costs (as done with SOP 93-7). The placement costs should be easily traceable, and
therefore, charged to expense as suggested above. The production costs, which are likely
mainly fixed in nature and not easily traceable, should be allocated on a usage basis. The
best usage basis is likely the number o f times the advertising runs. If that information is
not available, my second choice would be to allocate using the placement costs.
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To illustrate my suggestion, assume that advertising production costs are $300. The ad
will be run 10 times in each o f only two markets, New York City and Omaha. Expected
revenues will be $600 in New York and $400 in Omaha. Placement costs, per run, will
be $30 for New York and $10 for Omaha. Therefore:
By Runs
NYC Omaha
Revenue ................. .. 600
400
Placement co sts..... . 300
100
Production co sts.... . 150
150
Exploitation costs ...
Net
150
150

By Pl't Cost 1
NYC Omaha
400
600
300
100
75
225
75

225

By Pl't Cost 2
NYC Omaha
600
400

350
250

350
50

Per Par. 27
NYC Omalia
600
400

420
180

280
120

Under paragraph 27, profit will be forced to 30% in each market which is not supportable
given the different revenues produced and the different cost o f placement media. My two
approaches at least indicate that the markets are different. If the production's useful life is
20 runs, I find it hard to support other than $15 a run, essentially the units-of-production
depreciation method. With Placement Cost 1, the placement costs are reported on the
actual basis whereas the production costs are amortized in the placement cost ratio of
300:100. With Placement Cost 2, the placement and production costs are combined for
$700 and that is amortized assuming a useful life o f 20 runs, $35 a run. One advantage o f
By Runs and Placement Cost 1 is that allocation is minimized; I believe the more that can
be treated as a direct cost, the more reliable the results.
Does something need to be added that addresses the placement cost for "coming
attractions" ads? How about cases where movies are quickly re-released (e.g., Saving
Private Ryan)?
85(c). Your paragraph 27's, "should be amortized in the same ratio that theatrical gross
revenues earned in that particular theatrical territory bear to estimated total theatrical
gross revenues for that territory..." is, in essence, the individual-film-forecastcomputation method on a territory basis. Is that what the last sentence is referring to?
86. I would not say that income smoothing ("providing a constant rate o f gross profit") is
an advantage! As you state, these are three major markets; the "three" implies they are
significantly different. Would you expect the same earnings rate in three different
markets?
89. A quick reading indicates that there is a serious inconsistency between the comment
here (and paragraph 90), that an entity can predict with a high degree o f accuracy the •
revenues to be generated from a film during the individual-film-forecast period, and that
in paragraph 58, "Because the customer's revenue is not known until exhibition ...."?
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You should make it clear that when revenue is not on a fixed-fee basis, estimates will
generally be involved. In order to recognize revenue at the time o f consummation would
require that that estimate be highly reliable —not normally the situation with regard to a
film's future revenue. The next best approach is to recognize revenue systematically over
a period o f time, but even this second approach requires the use o f estimates. The
reliability o f the estimates under the second approach must still be substantial but
can/will be less than is required for the first method. (The lowest approach uses no
estimates and is in essence the cash-basis.) Your discussion in paragraph 89 should
indicate that you are addressing two different levels o f acceptable reliability. (FASB-5,
paragraph 23, seems to have used the words "reasonable estimate" to signify the highly
reliable level.)
As indicated in FASB-68, paragraph 29, FASB-5 is not technically about liability
recognition, but rather is about the debit's recognition.
90. Guidance should be provided for entities which cannot make reasonable estimates.
95. Is this a likely case: Co. X produces 10 films, exhibits them in one major market
(using the 10-year rule, then sells them to Co. Y, who uses the 20-year rule because they
are a purchased-library?
97. Undefined phrases such as, "will lose money," should not be used. Phrases such as,
"negative cash flows" or "accounting losses" would be better.
For better understanding I would suggest: "Entities are willing to incur such losses
because they believe that some proportion o f their overall efforts on episodic television
series will become successful and generate significant profits. The success rate of
producing a new successful series, however, is relative low."
You may want to add that the profession has traditionally rejected "full-cost" methods of
accounting, for example, FASB-2 and FASB-19.
98. Is the first line and a half a sentence? The entire paragraph is unclear.
99. FASB-34, paragraph 19, requires that debits to the asset continue for acquisition
costs despite the fact that an impairment writedown will also be needed. The same
should be true here.
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100. The related area in the body o f this SOP is not clear.
I would not assume that cases requiring FASB-5 will never arise. Accordingly, I would
leave the nice discussion you have prepared, and then say that AcSEC believes that cases
requiring loss accrual under FASB-5 will be rare.
103. FASB-86, paragraph 10, uses the heading, "Evaluation o f Capitalized Software
Costs," and FASB-121 uses the word, "Impairment." I believe such titles are better
because what is required is not exactly "valuation."
I believe you have the cart in front o f the horse as to jurisdiction. I do not believe that
AcSEC has the authority to make FASB-121 applicable to films when FASB-121
specifically excluded them. It will be up the FASB to amend 121 to include films.

Glossary.
Exploitation costs. Why duplication costs are included should be explained. In FASB86, paragraph 9, duplicating costs are an inventory cost and charged to cost o f sales when
revenue from the sale o f those units is recognized. In a film making setting, that would
mean treating them as a production cost. Treating such costs as exploitation cost would
mean amortization by the end o f the release period, but not more than three months;
conceptually that seems unsound; the FASB-86 approach is more proper as the cost is
more production related than selling related.
Participation costs. The heading should be "Participation costs" in the same manner as
"Exploitation costs" and "Production costs."
Residuals. Reference should be made to "participation costs," and footnote 4.

I hope that my comments will be helpful to you in connection with this interesting
project.

Yours truly,

William H. Bennett

